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The U.S. economy should grow strongly in 1986, but
slower growth and higher inflation will occur in 1987,
according to an econometric forecasting model developed
at the Federal Reserve Bank of Minneapolis.1 The model
projects that economic growth, the inflation-adjusted
gross national product (real GNP), will accelerate in the
next couple of quarters. In 1987, however, real G N P
growth is projected to decline to near its historical average
of 3.5 percent. Over the 1986-87 forecast period, the
model predicts inflation to rise gradually but steadily from
its current level of around 3 percent to nearly 6 percent in
1987.
This current forecast differs from the model's aboveaverage growth, low inflation forecast published in last
fall's Quarterly Review (see Litterman 1984a). In this
paper we explore some of the reasons behind these differences and find that they can be attributed to two sources:
(1) revisions to the historical data used to generate the
forecasts and (2) new economic information in 1985,
particularly changes in financial variables (interest rates,
the money supply, the value of the dollar, and stock
prices). We then focus on the new information in 1985
and attempt to use it to gauge the impact of recent
monetary policy actions on future real growth and inflation. Our results support the view that an unexpectedly
expansionary monetary policy in 1985 may have raised
both the short-term prospects for real growth and the longterm prospects for inflation.
The Current Forecast for 1986-87
The model's current forecast for 1986-87 was generated
2

using data available on December 13, 1985. The forecasts for three economic indicators of primary interest—
real G N P growth, the unemployment rate, and inflation—are presented in Charts 1-3. Each chart shows a
mean forecast surrounded by a range of uncertainty within which the actual outcome can be expected to fall 70 percent of the time. We emphasize this range (depicted by
the shaded confidence bands) because it illustrates the
large degree of uncertainty inherent in economic forecasting. Since any economic forecasting model will regularly
be off the mark, it is important to be able to quantify how
wide of the mark, on average, a forecast is likely to be. The
point forecasts and levels for the three indicators, along
with their postwar average values, are reported in Table
1. (To compare the model's forecast with those of other
economists, see the box.)

Strong Real Growth
The current forecast includes very strong real growth in
early 1986 followed by slower growth in 1987. A closer
look at the components of real GNP, also shown in Table
1, indicates where the growth is projected to occur. We
can see that growth in 1986 is expected to be broadly
!The forecast presented in this article is generated by a Bayesian vector
autoregression (BVAR) model developed by research economists at the Minneapolis Fed. This statistical model projects a group of economic variables on the
basis of their past behavior. Since 1982, the model has been used within the Bank
for forecasting and policy analysis. A description of the model and a summary of
the economic outlook as of November 1984 were published in the fall 1984
Federal Reserve Bank of Minneapolis Quarterly Review (see Litterman 1984a).
For a general introduction to the methodology used to create this type of model,
see Todd 1984.
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Charts 1 - 3

The Model's Forecast for U.S. Growth,
Unemployment, and Inflation
1984-3rd Quarter 1985, Actual; 4th Quarter 1985-1987,
Forecast With 70 Percent Confidence Bands*
Chart 1 Growth (Real GNP)
(Quarterly Percentage Change at Annual Rate)
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Chart 2 Unemployment Rate
(As Percentage of Civilian Labor Force)

Chart 3 Inflation (GNP Deflator)
(Quarterly Percentage Change at Annual Rate)

based, with especially strong growth in consumer spending for durable goods, business fixed investment, and
residential investment; about-average growth in consumer spending for nondurable goods and services; and
below-average growth in government purchases. Inventory investment (the change in business inventories) is
expected to contribute a small amount to growth over
1986, while net exports are basically expected to remain
flat.
This component analysis of projected growth suggests
one area where the model's forecast may be too strong.
Table 1 clearly shows that the biggest boost to real growth
is projected to occur in the business fixed investment
component; however, this projection is much stronger
than recent surveys of investment plans. (See, for example, McGraw-Hill Economics 1985 andBNA 1985.)
Although such surveys are biased downward, on average,
and are often far from accurate, they do contain information which the model does not factor into its forecast. A
projection of forecast errors on such survey data suggests
that if the survey results were added to the model, they
would reduce the growth forecast for investment by a few
points. This adjustment would reduce real GNP growth
by perhaps 1 percentage point to roughly 4.6 percent in
1986.
The component analysis of real GNP for 1987 reveals
that real growth is projected to slow due to weak consumer spending and investment. Residential investment,
in particular, is projected to fall significantly. Overall, real
growth would be even worse in 1987 except that a
lessening trade deficit is projected to contribute to growth.
The forecast for 1987 also includes the possibility of
recession (defined here as two consecutive quarters of
negative real GNP growth). Simulations run on the model
indicate that the probability of a recession is only
3 percent in 1986, but the probability jumps to 18 percent
in 1987. And while the odds are about l-in-2 of observing
just one quarter of negative GNP growth in 1986, the
odds jump to 3-in-4 that there will be at least one negative
quarter in 1987.
Consistent with the forecast of strong real growth in
1986, the model projects the unemployment rate to
decline rapidly, reaching 6 percent by the end of 1986.
Unemployment is then expected to decline slowly in
1987, reaching 5.5 percent by the end of the year.

Rising
' M o s t likely forecast surrounded by a range within which the variable is likely to fall
7 0 percent of the time, based on 1,000 simulations.
Sources of basic data: U.S. Departments of Commerce and Labor

Inflation

Perhaps the most disturbing aspect of the model's forecast
is its projection of a steady increase in inflation throughout the 1986-87 forecast period. Inflation, measured by
growth in the GNP price deflator, is expected to be 4.3
3

Table 1

The Model's Point Forecasts for 1986-87 With U.S. Postwar Averages
Growth Rates

4th Quarter Levels

( % Change 4th Qtr. Over 4th Qtr.)

(Billions of 1 9 7 2 $)

Indicator

1986

Real Gross National Product (GNP)

1987

U.S. Average
Since WWII

1986

1987

$1,792.6

$1,857.6

5.6%

3.6%

Consumer Spending

4.5

2.4

3.5

1,163.8

1,192.3

Durable Goods

9.7

0.8

6.4

205.4

207.1

3.5

2.8

3.3

958.3

985.2

13.0

5.1

8.5

321.6

337.9

Nondurable Goods & Services
Investment
Business Fixed

3.5%

10.1

7.6

4.7

240.4

258.5

Residential

8.2

-4.9

5.2

69.5

66.1

Change in Business Inventories

—

—

—

11.8

13.2

—

—

—

-28.7

-17.3

335.9

344.7

Net Exports
Government Purchases

1.9

2.6

4.3

Civilian Unemployment Rate

—

—

5.6*

Inflation (GNP Deflator)

4.3

5.7

4.1

6.0**

5.5**

243.81

257.7t

"The postwar average for the civilian unemployment rate is a level.
" T h e civilian unemployment rate is a percentage of the labor force,
t Inflation is an index ( 1 9 7 2 = 1 0 0 ) .
Sources of basic data: U.S. Departments of Commerce and Labor

percent in 1986 and 5.7 percent in 1987.
Along with the deflator, all price variables in the model
are expected to start rising more rapidly, especially in
1987. For example, the prices of raw industrial commodities, which fell by 16.8 percent from June 1984 to
October 1985, are projected to rise by 23 percent in
1986. Energy prices, which have remained essentially
flat for over four years, are projected to grow by
4.2 percent in 1986.2 The model projects the consumer
price index to rise from its current rate of about 4 percent
to 6 percent by the end of 1987, whereas it has the
producer price index rising only 2 percent in 1986 and
3.8 percent in 1987. In addition, all three measures of
wages used in the model—the average hourly earnings in
manufacturing, the employment cost index, and the
compensation of employees per unit of output—are
projected to grow at rates about 1 percent higher than
those projected for the deflator.
4

Comparing the Current Forecast
With Last Year's
In analyzing the current forecast, we start by comparing
the current outlook for 1986-87 with last year's outlook
for these years (see Table 2, columns 1, 2, and 4).3 The
current forecast for 1986 includes stronger real growth as
well as higher inflation than was forecasted a year ago. In
addition, the unemployment rate is projected to be much
lower than was anticipated last year. The current real
2
The model's current energy price projection for 1986 does not yet take into
account OPEC's recent decision to allow oil prices to be set by market conditions.
Experts expect this decision to result in lower oil prices. Information about this
decision will eventually enter the model through the index of spot market prices
for raw industrial materials, lower energy prices, and perhaps through movements
in interest rates and other financial variables.
3
Last year's forecast for 1986 and 1987 is taken from the model forecast
generated on November 21,1984, which formed the basis of the national outlook
article in the fall 1984 Quarterly Review (see Litterman 1984a). The model's
forecast for 1987, included here, was not actually published in that article.

