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 Another sympathetic commentator 
 
 

 Seeing the forest for the trees 
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Some History:  The Problem of Empirical 
Economics 

 J.S. Mill  
 On the Definition of Political Economy; and on the Method 

of Investigation Proper to It (1844) 
 Economy too complex for experimental methods 

 too many heterogeneous agents 
 intentional agents ≠ inert molecules 
 institutions and relations change over time 

 Solution:  Theory First 
 economics = intuitively grounded deductive science 
 statistics at best illustrative 

 Hendry 
 rejects Mill:  economics = inductive science 
 stands in great econometric tradition 
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Some History II:  Early Econometrics 

 Haavelmo’s The Probability Approach in Econometrics 
(1944) initiated the modern era 
 Statistical techniques can do the work of controlled 

experiments 
 Role of theory 

 useful perspective 
 testable in well-formulated stochastic model 

 Probability theory valid in adequately and accurately 
formulated, independent stochastic models only 

 Stochastic specifications may require phenomenal, 
atheoretic, ex post, ad hoc empirical formulation 

 Piecemeal strategy vs. apriorism:   
 Bertrand Russell:  “The actual procedure of science consists of an 

alternation of observation, hypothesis, experiment, and theory.’”  
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Some History III:  Early Econometrics 

 The Post-Cowles-Commission Era 
 Cowles methodology reinterpreted 

 theory proposes; econometrics disposes 
 ignores need for independently warranted stochastic model as 

condition of testing 
 ignores potential for adapting theory based on learning from 

tests 
 Calibration:  A return to Mill 

 theory data, but not systematically data theory 
 use well establish theory, but no account of how theory 

becomes well established 
 Hendry opposes theory-dominant tradition 
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Main Features of the Hendry’s 
Methodology – 1  

 Priority on data 
 Focus on facts rather than stylized facts 

 Sets the bar too low 
 Too weak to distinguish among inconsistent theoretical 

alternatives 
 Stochastic Specification 

 Essential for interpretability of statistics 
 Weak commitments to theory 
 Hopeless of assume fixed probability distribution 
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Main Features of the Hendry’s 
Methodology – 2  

 Piecemeal Strategy 
 Global specific-to-general 

 Can’t assume that we need to already know almost 
everything to know anything 

 Must have a strategy of learning from data 
 Encompassing 

 Does theory embedded in empirically adequate model 
support incremental simplification? 

 Does one theory explain another empirically? 
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Main Features of the Hendry’s 
Methodology – 3  

 
 

 Local general-to-specific  
 Powerful heuristic enforcement of encompassing 
 Demonstrably effective in challenging simulations 
 Analytical results increasingly explain success 
 

 

Comments on Hendry 2 October 2012 8 



Main Features of the Hendry’s 
Methodology – 4  

 Risk vs. Uncertainty 
 Can’t usefully assume world of constant probability 

distributions  
 risk = known unknowns 
 uncertainty = unknown unknowns 
 undermines the utility of rational expectations for data even in its 

weak form of model consistent expectations 
 Can learn ex post about changing distributions 

 e.g., breaks and impulse-indicator saturation 
 not insuperable barrier to learning about economic mechanisms 

 Challenge to forecasting  
 prevision (even stochastic) of future paths of variables infeasible 
 understanding the mechanisms allows strategies for mitigating 

the consequence of ignorance 
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Challenges 

 Beyond variable selection 
 Theory typically imply complex consequences for data 

beyond inclusion/exclusion, sign restrictions on 
variables, etc. 

 E.g., cointegration, long-run or steady-state 
properties, relative covariances 

 Fit into encompassing/general-to-specific framework? 
 Beyond single equations 
 Emphasize adjudicating theoretical horse races 
 All addressable, but question of emphasis 
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Thanks 

 
The End 
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