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The Fed’s Forecasts 
 
Fed chairman Bernanke presented his semi-annual testimony to Congress on February 14 
and 15, including the forecasts fo r 2007 of the Federal Reserve Governors and Reserve 
Bank presidents. Their forecasts are fairly conventional (see table), closely matching the 
forecasts of the private sector, as measured in the table by the Survey of Professional 
Forecasters. My own view is that their forecasts are too pessimistic on output growth and 
unemployment, and that they are overly optimistic about the prospects for a decline in 
core inflation. 

Forecasts for 2007 
(All numbers in percent) Fed SPF Macro Views 
Nominal GDP 4.75 – 5.25 5.2 5.7 
Real GDP 2.75 – 3.0 2.9 3.5 
Core Inflation 1.75 – 2.0 2.0 2.5 
Unemployment Rate 4.5 – 4.75 4.8 4.2 
 
For real output growth, the conventional view is that the economy is slowing from its 
average pace of about 3.5% over the past three years. My faster growth forecast than the 
Fed and SPF comes from two sources: increased labor force participation and a 
stabilization of the housing market. Labor force participation rates were depressed in the 
aftermath of the 2001 recession but are now picking up. The data show substantial 
upward revisions to payroll employment. So, labor supply will be a bit stronger than the 
conventional view and a well balanced market economy will put those people to work 
and thus increase real output growth. In addition, with interest rates having risen 
substantially from mid-2004 to mid-2006, the imbalances caused by the low interest rates 
of 2001 to 2004 are working their way out of the system (see Macro Views, February 
2007). They are still holding back growth a bit, which would otherwise be about 4% this 
year. But housing should stabilize this year and productivity growth will increase as the 
structural imbalances recede. 
 
The conventional view on the unemployment rate is that it will rise from its current 
levels. This is unlikely, in my view, even as labor force participation increases. The 
economy is fairly strong and the unemployment rate should continue its overall decline 
that began in mid-2003.  
 
The Fed will face a challenge on the inflation front. The conventional forecast is that core 
inflation will decline slightly. This assumes that the Fed’s tightening actions from mid-
2004 to mid-2006 were sufficient. My contrary view is that the Fed’s monetary policy 
was much too accommodative from 2002 to 2005—the Fed was behind the curve. To see 



this, consider the relationship between the real federal funds rate (which equals the 
nominal federal funds rate minus the expected inflation rate) and the average core 
inflation rate over the following three years, shown in the figure. From mid-2002 to the 
end of 2004, the real federal funds rate was negative. The last time this happened was the 
mid-1970s; the result then was that inflation rose to about 8%, until very tight monetary 
policy beginning in 1979 drove it down. The Fed has been hoping for a repeat of the early 
1990s, when it dropped the real federal funds rate down to below 1% and the inflation 
rate declined in the following three years. But in that period, the economy faced a variety 
of headwinds that slowed economic growth, including weakness in the banking system 
and in real estate markets throughout the nation. More recently, the only headwinds have 
been high oil prices, to which the proper monetary policy response is tighter policy, not 
easier policy. The figure shows that except for the period of the early 1990s, future 
inflation tends to move in the opposite direction of the real federal funds rate. With the 
current cycle not yet complete, the low real federal funds rate in 2004 and 2005 will keep 
raising the inflation rate through 2008. 

The Real Federal Funds Rate and the Future Inflation Rate

-4

-2

0

2

4

6

8

10

1968 1972 1976 1980 1984 1988 1992 1996 2000 2004

Date

P
er

ce
n

t

Future Inflation Rate

Real Federal Funds Rate

 
The real question for the Fed is: as core inflation rises this year, is monetary policy tight 
enough now to bring core inflation back down in the future? This is difficult to judge, but 
given that the real federal funds rate in the late 1990s was 3.5% to 4%, and today’s real 
federal funds rate is under 3%, some additional monetary tightening may be needed. 
Arguments such as this led the Federal Reserve Bank of Richmond’s Jeff Lacker to 
dissent at the FOMC meetings in the second half of 2006. With Lacker not voting this 
year, there may not be another FOMC member to dissent in favor of tighter policy. But as 
the inflation numbers come out higher this year, we can expect the Fed to tighten policy 
somewhat, with the (nominal) federal funds rate rising perhaps to 6% by the end of the 
year. 
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Notes and sources for table: Nominal GDP and Real GDP are growth rates from the fourth 
quarter of 2006 to the fourth quarter of 2007. Core inflation is the growth rate of the personal 
consumption expenditures price index excluding food and energy prices from the fourth quarter of 
2006 to the fourth quarter of 2007. The Unemployment Rate is the average rate in the fourth 
quarter of 2007. FOMC forecasts were published in the Monetary Policy Report to the Congress, 
issued February 14, 2007, available at www.federalreserve.gov/ 
boarddocs/hh/2007/february/fullreport.pdf, p. 3. SPF forecasts are the median forecast from 49 
private-sector forecasters from the February 13, 2007 release of the Federal Reserve Bank of 
Philadelphia’s Survey of Professional Forecasters.  
 
 
Sources for figure: Real Federal Funds Rate = quarterly average fed funds interest rate, from 
monthly series FEDFUNDS (FRED databank, Federal Reserve Bank of St. Louis, 
research.stlouisfed.org/fred2) minus expected inflation rate from Survey of Professional 
Forecasters, one-year ahead forecast of GDP price index (www.phil.frb.org/econ/spf/ 
spfmed.html).  Future Inflation Rate calculated as three-year average of future growth in price 
index of personal consumption expenditures excluding food and energy prices (data series 
JCXFE, research.stlouisfed.org/fred2).   
 
 
 
 
 


