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Market Gurus

There is probably no arena more rewarding than the stock market for making correct predictions. Thus, it should not be surprising that a great deal of effort (and investors’ dollars) is expended in trying to predict the market’s future direction. 

The question is whether such efforts are likely to prove productive. The answer appears to be an emphatic, “No.” Despite all the technological innovations and all the academic research, the ability to forecast stock market prices with any consistency or accuracy remains elusive. In 1985, William A. Sherden was preparing testimony as an expert witness. He analyzed the track records of inflation projections by different forecasting methods. He then compared those forecasts to what is called the “naïve” forecast, which simply projects today’s inflation rate into the future. He was surprised to learn that the simple naïve forecast proved most accurate, beating the forecasts of the most prestigious economic forecasting firms and their thousand-equation computer models. His findings inspired him to write a book on the topic entitled The Fortune Sellers.1

In his book, Sherden reviewed the leading research on forecasting accuracy from 1979-1995 and covering forecasts made from 1970 to 1995. He reached the following conclusions: 
· Economists cannot predict the turning points in the economy. He found that, of 48 predictions made by economists, 46 missed the turning points. 
· Economists’ forecasting success is about as good as guessing. Even those who directly or indirectly manage the economy (members of the Federal Reserve, the Council of Economic Advisors, and the Congressional Budget Office) had forecasting records that were worse than pure chance.
· There are no economic forecasters who consistently lead the pack in forecasting accuracy.
· There are no economic ideologies that produce superior forecasts.
· Increased sophistication provided no improvement in forecasting accuracy.
· Consensus forecasts do not improve accuracy.
· Forecasts may be affected by psychological bias. Some economists are perpetually optimistic and others are perpetually pessimistic. 
In sharing others’ observations with his readers, Sherden quoted Nobel Laureate and perhaps our most famous economist Paul Samuelson, stating, “I don’t believe we’re converging on ever-improving forecasting accuracy. It’s almost as if there is a Heisenberg [Uncertainty] Principle.” He also quoted Michael Evans, founder of Chase Econometrics, who confessed, “The problem with macro [economic] forecasting is that no one can do it.”2


Because the underlying basis of most stock market forecasts is an economic forecast, the evidence suggests that stock market strategists who predict bull and bear markets will have no greater success than do economists. Sherden cites a Goldman Sachs study that provides clear evidence against professional fund managers’ abilities to predict the market. The study examined mutual fund cash holdings from 1970 to 1989. In their efforts to time the market, fund managers raised their cash holdings when they believed the market would decline, and lowered their cash holdings when they became bullish. The study found that mutual fund managers miscalled all nine major turning points.3 Further support is found in a January, 1994 study by The Hulbert Financial Digest. Of 108 market-timing newsletters it followed during the preceding five years, it found only one of them had beaten the market. 4

Unfortunately for investors relying on the forecasts of market strategists, the forecasts are likely to produce more wealth for the forecasters themselves than for their clients. Steve Forbes, publisher of the magazine that bears his name, agrees. Quoting his grandfather, who founded the magazine 80 years ago, he says, “You make more money selling advice than following it.”5 Peter Lynch also commented on the topic, saying, “To the rash and impetuous stockpicker who chases hot tips and rushes in and out of his equities, an ‘investment’ in stocks is no more reliable than throwing away paychecks on the horses with the prettiest mane, or the jockey with the purple silks...[But] when you lose [at the racetrack, at least] you’ll be able to say you had a great time doing it.”6 


Sherden concludes by offering the following advice for investors, with which we wholeheartedly agree: “Avoid market timers, for they promise something they cannot deliver. Cancel your subscription to market timing newsletters. Tell the investment advisers selling the latest market timing scheme to buzz off. Ignore news media predictions, since they haven’t a clue … Stop asking yourself and everyone you know, “What’s the market going to do?” It is an irrelevant question, because it cannot be answered.”7 
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