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Figure 3: Average difference between FOMC and staff inflation forecasts four periods ahead

The average difference between FOMC and staff unemployment forecasts is shown in Figure 4.
This time the contour map is non-monotonic and whether the FOMC forecasts are higher or lower
than the staff forecasts depends on the values of #; and 65. An early indication that this might
be the case was present in Figure 1 where the FOMC unemployment forecast first drops below and
then rises above the staff forecast. This is caused by the dynamic nature of the min max problem
underpinning the worst-case scenario. In the simulated example, the initial low FOMC forecast of
unemployment is a valid description of the worst case because it signals large fluctuations in inflation
and unemployment in the future. A similar mechanism drives the average forecast differences in the
model, so for some regions of the parameter space, the worst-case scenario for unemployment appears
to be ‘optimistic’ initially and then ‘pessimistic’. The non-monotonicity of the contour map means
we can rationalise the average optimism of the FOMC in unemployment forecasts with the average
pessimism of FOMC inflation forecasts. Values of #; = 76383 and 62 = 238 give a match between

our model and the results of Romer and Romer (2008).
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Figure 4: Average difference between FOMC and staff unemployment forecasts four periods ahead

The need to tilt the calibration towards a large 61 and a small 05 helps identify the nature of
specification doubts held by the FOMC. A large value of 6; in the min max problem (5) implies that
the FOMC is not overly concerned with its ability to forecast the future state of the economy, provided
that it can accurately estimate the current state. The small value of 3 means that the FOMC is
concerned about its ability to infer the current state of the economy. In the parlance of monetary
policymakers, this translates as the FOMC being more worried about tracking than forecasting. This
result resonates with the discussion by President James Bullard of the Federal Reserve Bank of St.
Louis (2009) on an earlier version of this paper. In it he claimed that “Forecasting is tracking ...
Most of the focus in policy discussion concerns today’s state vector ... Further out is normally slow
mean reversion ... Through experience, forecasters learned that the near random walk model works
best”.

6 Conclusions

The arguments in this paper amount to a spirited defence of the FOMC. Once we identify FOMC
forecasts as worst-case scenarios, there is no need to reorganise the division of labour within the
Federal Reserve System. In our story, policymakers do “use the information in the staff forecasts
effectively” and do not “act on information that is of little or negative value”. The model with
specification doubts is consistent with all the findings of Romer and Romer (2008) and explains the
average difference between forecasts as what we regard as a rational response of the FOMC to doubts

about the specification of its model.
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Whether individuals within the Federal Reserve System see themselves as dividing up policymak-
ing tasks in the way we propose is open to debate. The communications strategies of policymakers
mean they are unlikely to describe their forecasts in terms of explicit adjustments that express doubts
about their model. But some policymakers have though gone on the record with arguments that sup-
port our view. For example, on 4th January 2008 Forbes Magazine (“Kohn says Fed operating with
diverse views, not just strong chairman ”) reported on a discussion of Romer and Romer (2008) given
by former Federal Reserve Monetary Affairs Director Vincent Reinhart at the American Economic

Association meetings in New Orleans. Forbes wrote:

“However, former Fed staffer Vincent Reinhart said while it may look as if ‘the FOMC’s
contribution to the monetary policy process is to reduce forecast accuracy,” they are not
there primarily to be forecasters. Instead, they exist in a political system and have to be
held accountable for the outcomes of their decisions. ‘They can be bad forecasters and
good policymakers,” Reinhart said, ‘if the diversity of views about the outlook informs

their policy choice.”

This paper also contributes to a recent literature due to Elliott et al. (2006) that uses forecast
biases to identify the objective functions of the people making those forecasts. For example, in this
vein Capistran (2008) argues that the systematic biases periodically appearing in Greenbook forecasts
can be rationalised by assuming that the staff of the Federal Reserve System has a time-varying and
asymmetric forecasting objective. Our approach is arguably more disciplined than this because the
objective function we identify has a structural interpretation in terms of the forecaster doubting the
specification of its model. We believe that our approach has the potential to deliver real insights into
the mindset of policymakers. In future work, we plan to push our story further by asking whether
specification doubts can explain actual - not just average - differences between forecasts. Another
exciting development is the dataset of individual FOMC member forecasts recently put together by

Romer (2009). This is likely to prove a rich seam for future research.
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