Dents forecasting methods

Conventional forecasters share a common belief. No one, they argue, can accurately predict long-term economic trends because there are simply too many variables to contend with. They endorse short-term forecasting, on the other hand, because the limited time horizon permits the identification of enough leading indicators in their econometric models to produce useful results. 

My approach to forecasting is exactly the opposite I contend that simple causal factors determine long-term economic trends. Moreover, when we don't attempt to calibrate these trends too closely in the short-term, long-term forecasting is surprisingly accurate and reliable. 

My enthusiasm for long-term forecasting doesn't mean I ignore short-term analysis. Each has its place. The principle I use in all of my work is this: In the long term, identifying simple fundamental trends is everything, but in the short-term technical, probabilistic analysis is more critical. Because the vast majority of forecasters emphasize technical analysis, I often find myself in the position of advocating the more holistic, long-term view. The fact is that good forecasters cannot afford to ignore either view of economic data. To explain, let's borrow a valuable analogy from quantum physics. 

Decades ago, a scientific discovery revolutionized our notion of how we see complex phenomena. Paradoxically, physicists found that they could view light simultaneously as particles and as waves. Insisting on only one view, particle or wave, as the "right" one was inadequate and indefensible. This argument applies equally to economics. A detailed, complex econometric model, which is finely calibrated for short-term prediction, is like paying attention to particles of light. A holistic long-term model, which makes macroeconomic trends visible, is like paying attention to waves of light. Both views are correct, both are necessary. The economics profession, however, has largely ignored the wave approach.

Endless numbers of economists and statisticians aren't persuaded by the success of my forecasting models and methodology. They challenge every aspect of my work and they also cite other models that contradict my projections. I have three answers to these critics.

· First, though the economic indicators that I use are easily understandable, my research has not been simplistic. Our models have tied every key economic factor, not just spending, to demographics. Some of these factors include trends in inflation, debt, savings, investment, productivity, innovation and even down to the specific kinds of products people buy from furniture to breakfast cereal. 

· Second, I have carefully documented the generation cycles that form the basis for my forecasting models. There is very close correlation of the data for the past 50 years and close correlation for the past century. By using the historical research of other experts such as Strauss & Howe's Generations (1989), we have even been able to discover strong correlations between our models and macroeconomic trends over the last 400 years. 

· Third, while some experts never tire of looking for the flaws in my approach, most people agree that it just makes common sense. Of course demographics is going to drive the economy! What is economics, after all, but the exchange of goods and services within a population? It's not rocket science. It's not even quantum physics. It's commerce between people doing predictable things as they age. 

I don't fault the experts for adopting a "wait and see" attitude before giving credence to the commonsense causal factors I've documented. But in doing so, they and the individuals they advise might easily miss profiting from the greatest economic boom in our history.
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The long and the short of it 
Conventional forecasters share a common belief. No one, they argue, can accurately predict long-term economic trends because there are simply too many variables to contend with. They endorse short-term forecasting, on the other hand, because the limited time horizon permits the identification of enough leading indicators in their econometric models to produce useful results. 

My approach to forecasting is exactly the opposite. I contend that simple causal factors determine long-term economic trends. In fact, if we don't attempt to calibrate these trends too closely in the short-term, long-term forecasting is surprisingly accurate and reliable. Furthermore, since most critical business and investment decisions don't require that we anticipate every short-term deviation, paying attention to predictable, longer-term trends is a reasonable and profitable approach. If you doubt this, ask yourself one question: How many short-term analysts and market timers that you know have been consistently right over a long period of time? 

Before I delve into the details of my method, let me offer you an analogy from quantum physics. Decades ago scientists discovered an astounding paradox that revolutionized the way we understand complex phenomena. They found that light could be viewed as particles and as waves simultaneously. The two views couldn't be more opposite. Particles are infinitely detailed, complex and ever changing. Waves are simple summary movements that reflect the whole, not the discrete part. 

I compare conventional forecasting methods to the "particle view" of light. Economists who delve deeply into the discrete details of their economic models often forget that theirs is only one view. While they are often right about many short-term trends, they have been repeatedly wrong about long-term economic fundamentals. To use a different metaphor, they miss the forest for the trees. This is the result of not taking into account the holistic, right-brain "wave view," which good economic forecasting cannot afford to ignore. 

Perhaps my background in strategic planning and business forecasting for entire industries, and not just single products, prepared me to think holistically. Perhaps the glaring problems I saw with traditional left-brain econometrics, which is adequate only when fundamental trends continue to move in the same direction, inspired me to seek an alternative view. No matter the reason, I found myself becoming an advocate for an entirely different method of forecasting than the one espoused by conventional economists, and it is a view that has a proven record of success.

Particle econometrics vs. Wave forecasting

The physicist who attempts to figure out how a collection of discrete particles, all in constant motion, correlate to produce waves of light would be faced with an impossible task. Attempting to determine cause and effect in such a situation would be even more futile. Short-term forecasting, or particle view econometrics, is similarly daunting. It requires an economist to identify all the key variables that combine to produce a trend and to figure out how those variables interact and correlate. Even if that were possible, there are so many random factors impacting short-term events that they simply cannot be forecast with high levels of reliability. 

From my own experience, I have discovered that well constructed econometric models can be right 60% of the time, and the best models up to 70%. Such models can and often do give someone an edge in short-term business forecasting or market-timing. For example, Elaine Garzarelli a well-known market timer has been correct a majority of the time because she works with a good model. Her model is not perfect, of course, since no short-term econometric model can be. As a result, her timing has occasionally been wrong. For example, she correctly forecast market corrections in 1987 and 1990, but she did not foresee the correction in 1996. Her success rate is two out of three, or 67%. The fact is, no short-term timing model works better than that, yet Garzarelli's followers and critics faulted her instead of finding fault with their own unrealistic expectations. 

The "wave view" of economic trends departs from the particle view by focussing on simple patterns that emerge over time. Such patterns factor out the random variables that particle view econometrics cannot contend with. Discovering these patterns is not impossible; it just takes a different approach. In fact many such patterns from actuarial tables produced by the insurance industry, to the changes in caloric intake throughout childhood, to consumer spending patterns over a lifetime, to the product life cycle of new technologies, and even to the movements of the planets and stars emerge clearly over long periods of time. 

My forecasting methodology uses this wave view to distinguish economic patterns. As a result, how I construct my models and measure their accuracy is a radical departure from conventional econometrics. Using my approach I have accurately forecast the direction of the economy and the stock market, changes in inflation and the government deficit, the evolution of technologies and their impact in the workplace, debt trends, investment flows, the fall of Japan and the resurgence of America. None of this would have been possible, however, if I had not adopted a right brain, holistic wave view and found the key to long-term economic forecasting.

Demographics, the key to long-term forecasting
I discovered the key to accurately forecasting long-term economic trends in the mid-1980s. At that time I noticed a strong correlation between the spending, investing and savings habits of the massive baby boom generation as they aged and what was happening in our economy. Through paying attention to demographics the observation of human populations as a whole it became clear that the choices made by baby boomers were predictable and largely age-determined. For instance, baby boomers typically entered the work force between the ages of 19 and 22, causing the massive inflation of the 1970s. They typically bought their first "starter" home by around age 33 and many of them traded-up to pricier real estate by age 44. From one perspective, this is plain common sense. When we consider the cumulative effect of huge numbers of people in a single generation all making similar choices at about the same time, the power that this gives us to predict macroeconomic trends is phenomenal. 

In 1988 I developed the Spending Wave, an economic model that uses a 46-year lag on the birth index to predict the peak in spending of the average family. The Spending Wave correlates so strongly with the economy and the stock market that it enabled me to reach one clear conclusion. The aging baby boomers and the generations that follow them have driven and will continue to drive all of the important business and personal trends over several decades to come. 

In my books The Great Boom Ahead, The Great Jobs Ahead, The Roaring 2000s and The Roaring 2000s Investor, I have shown how more economic sectors and more fundamental economic trends can be tied to the aging of these generations. But I am not the only author to use demographics to predict future trends. Others who have identified predictable trends from the aging of the baby boom generation include David Foot in Canada, who wrote the best-selling book Boom, Bust and Echo (1997), Ken Dychtwald, who published Age Wave (1989) and Age Power (1999) and Cheryl Russell, who wrote The Mid-Youth Market: Baby Boomers in their Peak Earning and Spending Years (1997). I have been one of the few to tie demographic factors to macroeconomic trends and, since 1988, I've continued to refine my economic models. The result has been a proven track record of accurate prognostication since that time and a comprehensive model that explains large movements in economics, technology, society and culture over thousands of years. 

How to evaluate forecasting models
It is important to realize that long-term forecasting models cannot be measured with the same gauge that is applied to shorter-term econometric models. The two kinds of models are constructed differently, with different forecasting objectives, and each must be evaluated on its own merits.

An analyst using a short-term econometric model will find as many variables that have a significant impact on the short-term result as possible and integrate them into his forecasting. Such models are more complex than long-term models with the result that they reflect more short-term variations. The best measure of the success of an econometric model is a high "R2" ("R-squared"), which statistically measures the fit between the forecast and the actual result. After working with such models for years, I found that they could be calibrated more and more precisely over time so long as fundamental economic trends continued in the same direction. But their major weakness is that these models continued to forecast in the same direction even after a trend had reversed. As any forecaster will tell you, there is nothing worse than missing a major change in economic trends! For example, if an investor had profited in the incredible 1921 to 1929 bull market yet didn't foresee the crash that followed between late 1929 and 1932, she would have lost in three years more than all she had gained in nine. 

We should also expect that long-term forecasting models will show very strong correlations, or a high R2 but over a decade or longer and not in the short-term. My demographic and product life cycle tools do just that. I have back-tested my Spending Wave model to the early 1950s, when data that correlates with the lag to the first reliable birth index begins, and the match between what the model predicts and what actually happened is extremely close. Having said that, however, let me add that a high R2 is not the primary measure of effectiveness of long-term models as it is in econometric models. What matters is the intuitive fit over time and the ability to forecast major turning points in the economy within a reasonable set of parameters. For instance, only my Spending Wave indicator would have predicted the downturn in the economy beginning in late 1929. Only that indicator would have predicted, well in advance, the peak in stock indices adjusted for inflation between 1965 (the Dow) and 1968 (the S&P 500). Similarly it would have predicted a bottom in these markets between 1979 and 1982 and it does predict an approaching top between 2007 and 2009. 

Why am I such a staunch advocate of a right-brain approach to long-term economic modeling that places value on something as unscientific as intuitive fit? I'll give you a personal example. In the early 1990s I delved deeply into The Consumer Expenditures Survey that is published by the U.S. Bureau of Labor to capture more detailed spending data for a variety of market sectors. To help me, I hired a computer programmer and statistical analyst. He performed some further R2 analysis, correlating different birth lags with stock market performance. He found that a 49-year birth lag produced a slightly higher R2 than the 46-year birth lag I had been using. Eventually he persuaded me to switch from the 46-year lag to the 49-year lag, and this is what we used in the first printing of The Great Boom Ahead. 

Within months, however, I switched back to the 46-year lag. Why? As we uncovered more data about the major spending categories that drive the economy as a whole, categories such as housing, cars, appliances and computers, we found that spending for these items peaked by the time consumers reached age 46. Though the R2 result that favored a 49-year lag was useful, the 46-year lag had greater validity. I tested the 46-year lag further by monitoring the swings in spending of the three distinct waves of baby boomers. It did indeed correlate more closely, forecasting, for example, the economic slowdown from late 1990 into early 1992 and between 1995 and mid-1997. It also accurately forecast the recoveries that followed. 

Short-term econometric models can be calibrated to closely predict short-term trends. The complexity and detail they accommodate is their great strength. Long-term models, on the other hand, are designed to clarify larger economic trends in the same way that the wave view in quantum physics shows us a pattern that the particle view cannot. Such models should be evaluated on the basis of their ability to identify substantial changes in economic trends. The models that I have developed clearly do that.

My answers to the critics
Endless numbers of economists and statisticians aren't persuaded by the success of my forecasting models and methodology. They challenge every aspect of my work and they also cite other models that contradict my projections. In response, I ask them how accurately these alternative models predicted both the magnitude and the duration of the current economic boom, the "Roaring 2000s"? Most have no response because they have been dead wrong about this boom and also about Japan, inflation, government surpluses, stock valuations and so on. They simply refuse to believe that one summary variable, demographics, can have such power to predict. They agree that it should be taken into account, but they never concede that it is the key factor. And even if they accept the evidence showing the accuracy of my models may for twelve years, they argue that this does not establish their long-term validity, which must be tested for hundreds of years.

I have three answers to these critics. First, though the economic indicators that I use are easily understandable, my research has not been simplistic. My models have tied every key economic factor, not just spending, to demographics. Some of these factors include trends in inflation, debt, savings, investment, productivity, innovation, and even the specific kinds of products people buy from furniture to breakfast cereal. Moreover, I have sifted through 3000 years of history in depth to see if the crude demographic data available to us substantiates my theories. It does. I have also evaluated mainstream economic models and more offbeat models like the Kondratieff Wave. I have looked at long-term fundamental analysis (deterministic) as well as short-term technical analysis (probabilistic.) I am convinced that the tools I use to forecast long-term economic trends will continue to be effective within appropriate long-term parameters of accuracy. I also intend to continue refining these tools so that they can help us forecast more trends, with greater accuracy, in the future.

Second, I have carefully documented the generation cycles that form the basis for my forecasting models for the past 100 years. Though the demographic data that we have for the first half of the twentieth century is less complete than the second half, it is sufficient to substantiate my argument. In fact, by using the 10-year census data and annual immigration statistics between 1850 and 1950 the only demographic data available to me I have been able to roughly establish a correlation between a lagged birth index and economic booms and busts. Furthermore, my research for the past 100 years is augmented by detailed academic studies for the past 400 years. Neil Howe and William Strauss, who co-authored Generations (1989) and The Fourth Turning (1997), discovered that approximate 40-year generation cycles and 80-year economic revolutions have clearly occurred since the 1500s.

My third response to the critics is this: It just makes common sense which few economic theories do! Of course demographics is going to drive the economy! What is economics, after all, but the exchange of goods and services within a population? It's not rocket science. It's not even quantum physics. It's commerce between people doing predictable things as they age. Are you going to deny that life insurance actuaries can predict our life expectancies decades in advance? So while some experts never tire of looking for the flaws in my approach, most of us "get it" right away.

I don't fault the experts for adopting a wait-and-see attitude before giving credence to the common-sense causal factors I've documented in detail. But in doing so, they and the individuals they advise might easily miss profiting from the greatest economic boom in our history. 

Investing is always a risk. Any expert will tell you that. But my models show that the cost of being out of this booming market is far higher than the benefit of playing it safe. Furthermore, I always encourage investors to work with an objective professional that knows the fundamentals of investing in this economy to create a portfolio that matches their risk profile. 

The premiere forecasting strategy: synergy
It is important to remember that the great discovery in quantum physics was a paradox. Light was neither particle nor wave. It was both particle and wave. We can say very much the same thing about economic forecasting. Neither the short-term particle view nor the long-term wave view of the economy is adequate by itself. Our best opportunity for prognostication is to develop a synergistic approach and learn to apply both methods at different times and for different purposes. The insight that guides all of my work from speaking to writing to managing investment funds is this: In the long term, simple fundamental trends are everything, but in the short-term technical, probabilistic analysis is more critical. For example, I use demographic and product life cycle data to select profitable sectors in my investment funds. But if my fund managers need to pick a stock today in any of those sectors, they will primarily rely on technical analysis. We also use the science of asset allocation and systematic re-balancing to shift funds from overvalued sectors to undervalued sectors.

To any economist or forecaster, I strongly recommend combining both short- and long-term approaches as I have. I particularly urge technical analysts who are more comfortable paying attention to discrete particulars to adopt a more holistic wave view of the economy. The wave view doesn't replace a detailed knowledge of economics, nor should it. It simply allows us to see the clear patterns that emerge from the details. More important, it helps us perceive the dramatic fundamental changes that characterize the Roaring 2000s and in plenty of time to profit from them!
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