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Uncertainty Cubed
By Patrick Marren
The April 6, 2009 issue of Newsweek featured economist Paul Krugman (or, at least, the lower-right quadrant of his face).  

The headline was “OBAMA IS WRONG: The Loyal Opposition of Paul Krugman.”

Krugman surely has his doubts as to the wisdom of the president’s economic policies.  In a column in the New York Times in February, he wrote:

So far the Obama administration’s response to the economic crisis is all too reminiscent of Japan in the 1990s: a fiscal expansion large enough to avert the worst, but not enough to kick-start recovery; support for the banking system, but a reluctance to force banks to face up to their losses.
And that’s not the only gloomy statement he has made about our economic prospects.  He told an audience a bit earlier that:

This is not your father's recession; this is your grandfather's recession.  That's what's extremely frightening, because your grandfather's recession was the Great Depression. …It's like everything we've seen before, happening all at once. You have a cascading series of crises, and they're all interacting.
Gloomy predictions are not why Krugman landed on the cover of Newsweek, however; the news in Krugman’s stance was that he was a political liberal attacking the policies of a politically liberal president. But dozens of other economists have given out predictions about the way the Obama administration was proposing to handle our economic adversity.  Let’s look at a sampling, shall we?

First, let’s ask economists about the $800 billion stimulus package passed by Congress and signed by President Obama last February.  

Professor Martin Feldstein, Harvard University: “We cannot afford an $800 billion mistake.  …[T]he stimulus package [is]… unlikely to do much  for employment. …[I]t delivers too little extra employment and income for such a large fiscal deficit.” 
Paul Samuelson: “It is in the right ballpark.”
Christina Romer and Jared Bernstein: “A package in the range that the President-Elect has discussed is expected to create between three and four million jobs by the end of 2010. …Certain industries, such as construction and manufacturing, are likely to experience particularly strong job growth.”
John Taylor: “[G]overnment spending does not address the causes of the weak economy….The theory that a short-run government spending stimulus will jump-start the economy is based on old-fashioned, largely static Keynesian theories.”
Mark Zandi: “[W]hen combined with other aggressive policy steps, including efforts to shore up the financial system and stem foreclosures, this fiscal-stimulus plan will go a long way toward relieving the current economic crisis.”
John Cochrane: “Even with perfectly managed aggregate demand, output will be lower while we rebuild credit markets, and there will be unemployment as people move from building houses to other jobs. We can easily have stagflation of monstrous proportions, and it can happen very soon after [the stimulus].”
Larry Lindsey: “[I]t is likely that the short-term effect of the massive fiscal stimulus and associated actions of the Federal Reserve should produce a positive number for GDP growth in the second quarter [of 2009].”
Allan Meltzer: “They are spending too much to redistribute income and too little to spur investment.”
Robert Barro: “This is probably the worst bill that has been put forward since the 1930s. I don’t know what to say. I mean it’s wasting a tremendous amount of money. It has some simplistic theory that I don’t think will work, so I don’t think the expenditure stuff is going to have the intended effect. I don’t think it will expand the economy.” 
No uncertainty there… just multiple certainties!  But what about the timing of the recovery, should one occur?  Is there at least some consensus about when that might happen?

David Wyss: "We expect to hit bottom in mid-2009.”

National Association of Business Economists: “In the second half of [2009], the economy should expand, but still less than what economists thought just a few months ago.”
Bill Conerly: “My current forecast is that we hit bottom around March 2009.”
Martin Feldstein: “The current downturn is likely to last much longer than previous downturns. We will be lucky to see the recession end in 2009.”
Richard Grossman: “We’re not going into an infinite negative tailspin, but I do see the economy slowing for a good chunk of 2009, maybe all of it.  2010 might be better.”

Stephen Roach: “[T]he unemployment rate [will rise] to near 10 percent over the next year and a half. Since it’s hard to call that a recovery, it looks to me as if this recession won’t end until late 2010 or early 2011.”
Paul Samuelson: “Current projections that we might see some recovery by the second half of 2009 are highly implausible. I suspect we won't see a recovery before 2012, and possibly even 2014.”

Clear enough for everyone?  No?  Please, try to keep up!  The president’s stimulus plan is either in the right ballpark, $800 billion wasted, tragically far too little to get us out of recession, potentially overstimulative enough to cause runaway inflation, or a reasonably well-designed package.  And the recession will end sometime between last March and 2014.

Now who has problems doing business planning based on this sober thoughtful consensus among the economics profession?

We all do.

Now maybe one of these economists will turn out to be dead-on correct in his or her predictions about how the economy will roll out.  Maybe one of them really knows.  Paul Krugman has had a pretty darned good run lately – maybe he has the best handle on things.  Some examples:

August 29, 2005: “There are signs that the housing market either has peaked already or soon will. And it will be up to Mr. Greenspan's successor to manage the bubble's aftermath.”
January 2, 2006: “Part of the rise in housing values since 2000 was justified given the fall in interest rates, but at this point the overall market value of housing has lost touch with economic reality. And there's a nasty correction ahead.”

Of course, even Krugman seems to have been a couple of years premature in his prediction of the end of the housing bubble.  And for all we know, he could simply have been lucky in his predictions – or perhaps luck was mixed into his skill at prediction to some unmeasurable extent.

And then there are some of his other predictions:

September 2, 2001: “Last week… was the real thing: a broad market decline carried the Dow past 10,000 in the wrong direction. The era of the stock-market bubble has now well and truly ended.”

March 11, 2003: “With war looming, it's time to be prepared. So last week I switched to a fixed-rate mortgage. It means higher monthly payments, but I'm terrified about what will happen to interest rates once financial markets wake up to the implications of skyrocketing budget deficits.”

So even the Nobel Prize winner Krugman cannot be depended upon to be right all the time.  

So who can the business strategist trust when it comes to predictions about the economic future?  

The answer is obviously “no one.”  Because even if there is a guru out there who actually knows what is going to happen, we non-experts cannot possibly tell which economist is the guru and which are frauds (or, more charitably and, I actually believe more accurately, simply mistaken).  So it breaks down to the equivalent of there being no one who knows.

And this does not even fully bound the problem that business strategists face when they try to benefit from expert opinion.  Expertise, you see, even if it is “valid,” tends, in the real world, to be overwhelmed by exogenous factors not included in the mental model of the expert.  

For example, a Paul Krugman may refinance his mortgage in fear of higher interest rates that ought to result from an expensive war, but even though he may be right about the effects of massive war spending on interest rates in a vacuum, that massive war spending never takes place in a vacuum.  His interest rate effect seems to have been overwhelmed by both the Fed’s historically low interest rate policy and the extended misapprehension of the world that systemic financial risk was extremely low.  So he sort of ripped himself off by not waiting a few years to refinance. 

(And please note that this happened even though he correctly dismissed extremely low contemporary government estimates of the cost of that war.  Sometimes even when you’re right, it doesn’t matter.)

No economist in history, to my knowledge, has ever admitted to being wrong about anything.  Reality always provides any number of excuses for an outcome that does not turn out as predicted.  And you know what?  They’re not lying.  They always DO have an excuse for why reality has not lived up to their mathematical models, and it is always plausible.  

And the current situation may not really be one of increased uncertainty.  Is uncertainty truly greater today than it was on September 14, 2008, the day before Lehman Brothers filed for bankruptcy?  Of course not.  It’s only our perception of uncertainty that suddenly was enlarged.  The actual level of uncertainty in the economy may always be about as large as it seems now.  

Unfortunately, government economic experts are, for the most part, economists who seem to be self-selected to exude a certainty in their own views that the slightest historical knowledge must cast into doubt.  And it’s easy to see why.  Economists (or any experts) who stress their own uncertainty do not engender confidence in their superiors.   Bosses tend to want “a point of view.”  Points of View are usually far more definite than the true level of uncertainty in the world would warrant.  

But gradually, like a March Madness bracket pool, some Points of View turn out to be closer to what actually occurs than other Points of View, until a few top winners surround, say, the president of the United States, each of them trying to sell his or her Point of View as exclusively and certainly correct.  So the president, instead of getting a true estimate of the full range of plausible future outcomes, may find him or herself choosing between a deceptively narrow range of “highly leveraged” options.  The surviving advisors and views will be massively skewed toward whatever has happened recently.

President Obama is surrounded by hugely self-confident economists, such as Lawrence Summers, former Treasury Secretary, and current Treasury Secretary and former New York Fed chairman Timothy Geithner.  They have not reached their current positions by being reticent or expressing uncertainty.  But if there ever has been a time for admission of uncertainty, it is now.  We as a nation, and individual companies, need to admit that we have no idea what is coming; that whatever does come, it is unlikely to be much like the recent past; and that it may be time to start with a blank sheet of paper to describe the full range of plausible futures we could face.

Expertise may have a role in fleshing out the full range of futures you might face.  But it should never be allowed to LIMIT the variety of futures you are willing to consider.  This is because expertise is by definition derived from the past.  It is a series of “if-then” causal relationships derived from what has happened before.  Historical data cannot tell you what is coming, because there is no data about the future.  ALL data is about the past.  This is why extrapolation will almost inevitably lead you astray.

The answer is not more data.  Nor is it to rely on “the range of expert opinion.”  The answer is to determine the critical aspects of reality that mean life or death for your organization, and to vary each of these, regardless of “probability,” “expert opinion,” or what has occurred in the past; and then to come up with plans that can survive any major shift in these organization-critical variables.  

An honest uncertainty may be uncomfortable.  VERY uncomfortable, in the short term.  But a false certainty can kill any organization… or nation.   
*            *            *
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