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Remember the saying that “past performance is not an indicator of future success”?
This quote shows up at the end of ads for mutual funds, hedge funds — really, any
promo for investment advice. The irony of that statement is, of course, that it came
after you’d just been told how well that investment had done in the past (a wink-wink,
nod-nod promise that the future would indeed be very much like the past).
Of course, as recent events have confirmed all too well, the past really isn’t a good
indicator of the future. So how do we accurately predict where the markets are
headed? The truth is, we can’t.
The future, like any complex problem, has far too many variables to be predicted.
Quantitative models, historical models, even psychic models have all been tried —
and have all failed. Just imagine predicting something far simpler than the future of
the stock market; say, chess. There are an overwhelming 10 to the 120th power
possible moves. That’s a 1 followed by 120 zeros! As James Hogan explains it in his
book Mind Matters, that sum far exceeds the number of atoms in the universe.
The best prediction machines known to us are actually our own brains. Many people
think of the brain as either a really powerful computer or just something too
mysterious to explain. But it turns out that the brain is not mysterious, nor is it a
computer; it is instead a damn good prediction machine. That is one of the reasons
we do well at games like chess or baseball. While a human brain cannot calculate a
mathematical equation as quickly as even the most basic calculator, it can easily
determine where a ball in mid-flight will land — without calculating its precise
trajectory or velocity, as a computer would do. Could you imagine trying to
instantaneously calculate where a fly ball will land? Of course not. But I bet you could
catch it.
Our brains are great at what they do because they make educated guesses —
but that also makes us vulnerable to errors in judgment. Nowhere is this more
pronounced than when we try to forecast the future.
The human brain is great at predictions but horrible at long-range forecasting. This is
why we have no problem anticipating that the slithering stick on the ground might bite
us (and can jump out of the way in a millisecond) but have so much trouble guessing
where the snake will be the next time we go out into the yard (we almost always
guess incorrectly and avoid the same spot). This is one of the reasons Nassim Taleb
argues in The Black Swan that we are guilty of ascribing far too much predictability to
the truly unpredictable.
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