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Economic Projections for 2005 (percent)

Federal Reserve governors

and Reserve Bank presidents
Actual 2004 Range  Central tendency

6.2 5.00-6.00 5.50-5.75
3.7 3.50-4.00 3.75-4.00
1.6 1.50-2.00 1.50-1.75

5.4 5.00-5.50 5.25
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a. Weekly average of daily figures.
b. Daily observations.
c. One day after the FOMC meeting.
d. Probabilities are calculated using trading-day closing prices from options on April 2005 federal funds futures that trade on the Chicago Board of Trade.
e. Change, fourth quarter to fourth quarter.
f. Chain weighted.

g. Average level, fourth quarter.

SOURCES: Board of Governors of the Federal Reserve System, Monetary Policy Report to the Congress and “Selected Interest Rates,” Federal Reserve
Statistical Releases, H.15; Chicago Board of Trade; and Bloomberg Financial Information Services.

On February 2, the Federal Open Mar-
ket Committee (FOMC) raised the
intended federal funds rate 25 basis
points (bp) to 2.5%, the sixth such
increase since the current round of
tightening began in late June 2004.
The FOMC'’s press release stated that
“even after this action, the stance
of monetary policy remains accom-
modative.” It noted that “labor mar-
ket conditions continue to improve
gradually” and pointed to a contain-
ment of longer-term inflation expec-
tations. The FOMC has said that

accommodation can continue to be
removed at a “measured pace.”

Market participants seem to agree.
Implied yields are consistent with 25
bp increases in the funds rate at the
March, May, and June meetings. Since
the FOMC’s February 1-2 meeting,
participants in the options market
have placed higher probabilities on a
25 bp increase at the March meeting.
The implied probability of a 25 bp
hike now exceeds 92%.

On February 16, the Fed released its
semiannual Monetary Policy Report to

the Congress, which presents eco-
nomic projections by the Board of
Governors and Reserve Bank presi-
dents. The central tendency of the
projections for real GDP growth for
2005 is 3.75%—4.00%. The core PCE
Chain-Type Price Index is expected to
grow at an annual rate of 1.50-1.75%,
and the fourth quarter unemployment
rate is projected at 5.25%.

How reliable might these projec-
tions be, in themselves and relative
to private forecasters? A scatter plot
of perfect projections versus actual

(continued on next page)
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a. The Monetary Policy Report projection is the midpoint of the range. The Survey of Professional Forecasters projection is the median response.
b. Projected and real GDP are both GNP prior to 1992.
c. From 1979 to 1989, inflation and projected inflation are plotted as the implicit GDP deflator; from 1990 to 1999, they are plotted in terms of the CPI; from
2000 to 2001, they are plotted in terms of the PCE Chain-type Price Index; and from 2002 to 2004 as the core PCE Chain-type Price Index.

d. All yields are from constant-maturity series. Average for the week ending on the date shown.
e. The first weekly average available after the FOMC meeting.

SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; U.S. Department of Labor, Bureau of Labor Statistics; Board of Governors of the
Federal Reserve System, Monetary Policy Report to the Congress; Board of Governors of the Federal Reserve System, “Selected Interest Rates,” Federal
Reserve Statistical Releases, H.15; and Federal Reserve Bank of Philadelphia, Survey of Professional Forecasters.

values would lie along a 45-degree
line. Here, we compare the Monetary
Policy Report’s accuracy in projecting
unemployment with that of private
forecasters and with a naive forecast
that simply predicts a future value
equal to the current one. At times,
these values miss the actual unemploy-
ment rate by one or more percentage
points. We can gauge their overall per-
formance by calculating mean absolute
errors. Over a 12-month horizon, the
mean absolute error of professional
forecasts of the unemployment rate

is 0.52% versus the Federal Reserve’s
0.38%. Both are more accurate than
the naive forecast’s mean absolute
error of 0.69%.

In recent years, Fed projections of
real GDP growth (fourth quarter to
fourth quarter) have tracked actual
real GDP growth quite well, but the
timing of its upturns and downturns
has always been difficult to project.
And for prolonged periods, the projec-
tions over- or understate real GDP
growth considerably. The inflation pro-
jections, (0.85% mean absolute error)

fared better than projections of real
GDP growth.

Since the FOMC began tightening
in June 2004, the yield curve has flat-
tened significantly. In returning policy
to a more neutral stance since then,
the FOMC has increased the target
federal funds rate by a cumulative
150 bp. Yields on three-month Trea-
sury bills have essentially followed
suit. At the curve’s long end, however,
the yield on 10-year Treasury bonds
has fallen nearly 50 bp.
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