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More than twenty central banks engage in ‘inflation forecast targeting’:

e they prepare their own inflation forecasts and, in the interests of transparency

and accountability, publish them in a variety of forms

e they monitor inflation forecasts prepared by outside forecasters, as an input to

their own forecast process and a check on the credibility of policy.

Any forecast is uncertain; we look at some recent developments in

e central banks’ reporting of the uncertainty of their own inflation forecasts

e learning about forecast uncertainty from surveys of forecasters.



Central bank inflation forecasts

e a quick word about methods

e some examples



Monetary policymaking is complex. Central bankers examine a vast array
of data, hear from a variety of advisors, use suites of models to interpret
the data, and apply judgment to adjust the predictions of the models.
(Davig and Leeper, 2007, p.607)

Methods of nowcasting and short-term forecasting include
e bottom-up and top-down approaches
e primarily statistical (time-series and regression) models
e indicator/factor models, diffusion indices, forecast pooling

e mixed-frequency data, bridge equations

use of judgment by sector analysts, ‘up-down’ economics
e ‘work-horse’ macroeconometric models for the short-to-medium term

e benchmarking against forecasts from other sources



Margins of error of current forecasts are estimated in the first instance by referring

to errors made in past forecasts

e the two summary measures in use are the root mean squared error (RMSE) and

the mean absolute error (MAE)

e judgment may then be applied if the future is thought to be more/less uncertain
than the past
e a forecast error margin is commonly interpreted via an associated probability

based on an assumed distribution, usually the normal distribution.

The UK government’s annual Financial Statement and Budget Report has included

margins of error (MAE of the past ten years’ forecasts) in the table of current

forecasts since 1979.



Reserve Bank of Australia: the quarterly Statement on Monetary Policy has

Included inflation forecasts for many years. Here is the November 2007 table:

Table 16: RBA Inflation Forecasts®
Percentage change over year to quarter shown

Dec June Dec June Dec June Dec
2006 2007 2007 2008 2008 2009 2009

Consumer price index 3.3 2.1 2Y4 3% 3 2%-3 2%-3
Underlying inflation 3.0 2.8 3% 3% 3 2%-3 2%-3

(a) Actual data to September 2007. Underlying inflation refers to the average of trimmed mean
and weighted median inflation. For the forecast period, technical assumptions include A$ at
US$0.93, TWI at 73, cash rate at 6.75 per cent, and WTI crude oil price at US$90 per barrel
and Tapis crude oil price at US$92 per barrel.

Sources: ABS:; RBA



The table is usually followed by the statement that there are risks to the forecasts

(factors that might affect the outcome) in both directions
e the ‘upside’ and ‘downside’ risks are described
e no assessment of the balance of risks is provided

e nor is there any quantitative statement about likely forecast errors.

In December 2007 the RBA’s Governor and the Treasurer, on behalf of the new
Government, issued a Statement on the Conduct of Monetary Policy to record their
common understanding on key aspects of the policy framework:

e the RBA will extend the scope of its published economic forecasts

e the new arrangements ‘bring the transparency and accountability’ of the RBA’s

conduct of policy ‘into line with international best practice’.



The RBA forecast table was then extended; here is the August 2008 example:

Table 17: Output and Inflation Forecasts
Percentage change over year to quarter shown

Dec Mar June Dec June Dec June Dec
2007 2008 2008 2008 2009 2009 2010 2010

GDP 4.3 3.6 24 2 2Y4 2Y2 2Y2 2%
Non-farm GDP 4.2 3.6 2Y2 1Y% 1% 2% 2Y2 2%
CPI 3.0 4.2 4.5 5 3% 3Ya 3 2Y4
Underlying inflation 3.6 4.2 4.4 4%/, 3¥a 3% 3 2Y4

However the accompanying text still presents no assessment of the balance of risks,

nor any quantitative statement about likely forecast errors.



Bank of Canada: the Monetary Policy Report contains similar point forecasts of
Inflation and GDP growth over similar horizons, with similar discussion of the ‘risks to
the outlook’. In addition,
e the ‘base-case projection’ also includes components of GDP as in the standard
national income accounting identity
e the discussion of risks usually includes the judgment that the upside and
downside risks are balanced
e exceptionally, in October 2007 the Bank judged that ‘the risks to the projection for
Inflation are roughly balanced, with perhaps a slight tilt to the downside’

(emphasis added; probabilistic interpretation at the reader’s discretion).



Reserve Bank of New Zealand: sometimes presents variant forecasts
to describe the uncertainty (‘key risks’) around the central projection:
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No probability interpretations are offered, nor can be inferred by users.



United Kingdom: inflation targeting began in the UK in 1992, with interest rates
set by the Treasury, advised by the Bank of England and the Treasury’s Panel
of Independent Forecasters.
When the Panel was established, | suggested that its members be asked not only
to provide point forecasts of key variables but also to answer probability questions
like those appearing in the US Survey of Professional Forecasters.
Such information duly appeared, in the Panel's November 1996 Report — its last one.
Meanwhile in February 1996 the Bank of England and NIESR both began to publish
density forecasts of inflation, which give a full description of forecast uncertainty.
NIESR assumed a normal distribution, and presented a histogram in tabular form.
The Bank’s fan chart, like that of the Sveriges Riksbank, additionally allowed for
some skewness, to reflect the balance of upside and downside risks.

Over half of the inflation targeting central banks now present forecasts in this way.






Subsequently some probability information has been made available on the Bank’s

spreadsheets.

Percentage increase in prices on a year earlier

I i il
2004 05 06 07

(Inflation Report, August 2008)

7

Skew distribution:

end-period probabilities
around the mode are

above: 59%

below: 41%





