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Are Economic Forecasts by
Government Agencies Biased?

Accurate?

“The CBO's analvses and forecasts, while far from flawless, have come to be
viewed as the best objective evidence that economists can muster. In stark
contrast, evervone knows that Executive Branch estimates pass through many

political filters.”

Alan S. Blinder, Business Week

CONOMIC forecasts by government agencies
often are tainted by allegations of political parti-
sanship. Forecasts by the Council of Economic
Advisers (CEA} for example, which represent the
expected impacts of the President’s economic
policies, have been characterized as “rosy sce-
narios,” that are too optimistic about the pros-
pects for strong real growth and lower unempiloy-
ment. [n recent vears, even White House insiders
have alleged that the CEA's numbers were
“cooked” to portray favorable economic
autcomes’

Congress has ifs own economic agency, the
Congressional Budget Office (CBO), that also pro-
duces forecasts for real growth, unemplovment
and inflation on a timetable similar to that of the
CEA. In contrast to the CEA, the CBO forecasts
have heen widely regarded as being accurate and
objective. 5till, thev too have been criticized as

biased or inaccurate, especially when the CEA and
CBO outlooks have differed substantially 2

With several U S, government agencies making
economic forecasts and allegations being raised
about the relative merits of these alternative fore-
casts, a number of obvious questions arise. The
purpose of this paper is to determine first whether
economic forecasts made by the CEA and CBO
have been biased. Then, because allegations of
bias carry the implication of inaccuracy, the fore-
casts also are evaluated on this basis. Finally, to
provide some apolitical benchmarks, the forecasts
of several well-known private sector groups are
examined for bias and accuracy.

CA AND CBO FORECASTS: A BRIEF
HISTORY

The Council of Economic Advisers was estab-
lished by the Employment Act of 1946. The Eco-

'The “rosy scenario” characterization of Reagan administration
economic forecasts has been aiftributed to Stockman (1986).
Smith (1988) reports comments from a number of observers
who feel the CEA forecasts are biased. As a technical matter, it
ts more accurate to talk about "Administration” forecasts in-
stead of “CEA” forecasts during the Reagan years. During this

period. the “troika” process involving the CEA, the Treasury
Department, and the Office of Management and Budget (OMB)
produced a consensus forecast not associated with the CEA
independently.

See, for example, Meiseiman and Roberts (1879).




Chart 1
CEA and CBO Real GNP Forecasts vs Actual GNP Growth

Percent
7

-1

-2
1876

77

78

Annual Data

82

Percent
. 7

-2

83 84 85 86 1988

87

nomic Report of the President, which the CEA
publishes annually, includes a short essay by the
President and a much longer report by the CEA
stafl; typically, it also includes an economic fore-
cast for the vear ahead. The forecasts in the Heport
:an be regarded as true ex ante predictions be-
cause they are released in late January or Febru-
ary, well before anv official economic data for the
calendar vear are reported.

The Congressional Budget Office was estab-
lished inn 1974 as part of the new budget process
crealed by the Congressional Budget and Loy
poundment Control Act, The CBO was established
to provide Congress “with detailed budget infor-
mation and studies of the budget impact of alter-
native policies.”” The CBO was created primarily to
provide budget analvses and economic forecasts
that are independent from those of the CEA and
Office of Management and Budget (OMBI, both of
which the President and Executive Branch con-

trol. The CBO's forecasts are reported in its Eco-
nomic and Budget Outlook ior Economic Outlook
in earlier yvears!, which is released early in the
calendar vear,

Annual CEA and CBO forecasts for real GNP
growth, the inflation rate and the level of unem-
ployment are plotted in charts 1-3 for the period
1976-87. GNP and inflation values are fourth-
quarter-over-fourth-quarter rates of change. The
unemplovment rate shown is the fourth quarter
level. Unemplovment rate forecasts are generally
the fourth-quarter level but, for the last five vears
of the CBO forecasts, the predictions represent the
annual average unemplovinent rate.

Although the CEA has made economic forecasts
since the late 1940s, the data plotted in the charts
begin in 1976 for two reasons. First, the CBO's
initial forecast was for the vear 1976; thus, direct
comparisons between the two series are limited to
the post-1976 period. Second, before the carly

*U.8. Congress (1976}, p. 1. For a detalled review of the CBO's
creation and stated mission, see Meiselman and Roberts
(1979) and the comments by De Leeuw, Phaup and Riviin that
follow their article.
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Chart 2

CEA and CBO Inflation Forecasts vs Actual GNP Inflationt
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1970s, the CEA forecasts often were couched in
qualitative terms (for example, “lower inflation” or
“slightly faster growth", which cannot be ana-
lyzed statistically*

An inspection of the charts indicates that both
sets of forecasts generally move in the same direc-
tion; the correspondence seems particularly close
for the inflation forecasts, The GNP and unemploy-
ment forecasts, however, show some interesting
variations. Since 1981, the CEA’s forecasts of real
growth have been generally higher than the CBO's.
For the whole period, CEA unemployment rate
forecasts have been lower than the CBO's. These
figures indicate that the CEA typically has forecast
stronger real economic activity than the CBO.
Whether these forecast ditferences represent a
systematic bias of significant magnitude, by either
the CEA or the CBO, requires further analysis *

STATISTICAL ASSESSMENT OF
FORBUAST BIAS

Figure 1 shows a conceptual framework with
which to assess the relationships that might occur
if the actual values of a specific series were plotted
against the values that had been predicted. If the
forecasts were perfect — that is, if the forecast
errors at each point in time were zero — a line
relating the actual to the forecast values would
have an intercept of zerc and a slope of one; this
line, denoted LPF in the figure, is what Mincer and
Zarnowitz (19681 call the “line of perfect forecasts.”
Bias in a forecast merely indicates that the mean
value of the actual series (Al is not equal to the
mean of the forecast series (P and, therefore, that
the point E, determined by the ordered pair (A,D),
will not be on the LPF line The extent of bias in

*Moore (1977} has constructed a CEA forecast series for the
years 1962-76 based on inferences from the text of the £co-
nomic Report of the President. See footnote 8 for further discus-
sion of these earlier forecasts.

5Carlson (1982} also has evaluated CEA forecasts and, in the
context of a monetarist model, found them to be internaily
inconsistent.

Sn more technical terms, the mathematical expectation of the
actual series, E(A}, is not equal to the expectation of the fore-
cast series, E{P). See, for example, Mincer and Zarnowiiz
(1969), pp. 6-9. Webb (1987} provides further discussion of
what is and is not learned from tests for bias.
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Chart 3

CEA and CBO Unemployment Forecasts
vs Actual Unemployment
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the forecast is depicted in figure 1 as the distance figure 1. ifa = 0and b = 1 in equation 1, the ac-
between a point on the LPF line and point E, tual and forecast values will differ only by random
which is defined by the means of the actual and error, as represenied by e, Moreover, the error
forecast series. would equal zero, on average, over long periods of
. U . - time.
In view of this discussion, a standard test for

bias in a forecast can be constructed by estimating The results of estimating regressions like equa-
a regression of the form: tion 1 for the CEA and CBO forecasts of real GNP

growth v1, the inflation rate (P and unemploy-
ment rate (U} over the 197687 period are shown

1Y, =a+ bEY) + e,

where Y, is the actual value of a variable in period in table 1. The important results for current pur-
1, LiY!is its “predicted” or "forecast” value and ¢, poses are the F-statistics corresponding to the

is the forecast error {actual minus predicted null hvpothesis that an equation's intercept term
valuel” if the forecast is unbiased, the regression’s is equal 1o zero and its slope coefficient is equal to
intercept, a, should not be significantly different one. This hvpothesis is not rejected for any of the
from zero and its slope coefficient, b, should not six equations: none of the F-statistics is greater
be significantly different from one; recall that than 0.5 and the 5 percent critical value is 4.10.
these values for a and b define the LPF line in Therefore. irrespective of [orecast accuracy and
"Some research in this line of work has asked which measure of estimates of equation 1 with first-announced data had no

the “actual” value should be used: the first-announced (unre- gualitative effect on any of the resulis. McNees (1988} also has
vised) figure or the final (revised) value? Throughout, the final, found that the choice of measure for actual values has little
revised figure is used. This choice is defended. logically, on the impact on annual forecasts, such as these, but apparently is
basis that this value, in fact, is what people are trying to fore- imporiant for quarterly forecasts.

cast, even though it includes such unknowns as seasonal
adjustments and henchmark revisions. As a practical matier,
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Figure 1
The Prediction-Realization Diagram
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despite assertions to the contrary, both the CEA
and CBO forecasts can be called unbiased

ARE PRIVATE SECTOR FORECASTS
BIABEDY

The results in table 1 indicate that the forecasts
of two government agencies are unbiased. Un-
biasedness, however, is not unambiguously desir-
able if some bias is associated with greater forecast
accuracy. Zellner (1986}, for example, shows that a
biased forecast is the optimal predictor under
certain circumstances; Mincer and Zarnowitz
(1969 also noted this characteristic, 5till, many
observers associate bias with inaccuracy in a fore-
cast. Is it possible instead that some other fore-
casis are biased, but more accurate than those of
the CEA and CBO?

As a first step to investigate this possibility, the
mean forecasts of a panel surveyed by the Ameri-
can Statistical Association and National Bureau of

Economic Research (ASA/NBER) and the forecasts
from the large econometric models of two well-
known consulting firms were evaluated by the
same tests described earlier? To make these tests

comparable with those already reported in table 1
data were examined during the same 1976-87
interval for the forecasts published closest to the
release dates of the CEA and CBO predictions;
plots of actual vs. forecast values are shown in
charts 4-6. The bias tests for the private sector
forecasts are reported in table 2. The results do
not indicate bias in the ASA/NBER forecasts for any
of the three variables examined. Moreover, explan-
atory power generally is higher for these equations
than for the comparable CEA or CBO eguations.
The forecasts from the two consulting tirms also
exhibit no bias in any equation and generally have
explanatory power comparable to that of the ASA/
NBER forecasts. Overall, the results in tables 1 and

&t also is possible to evaluate CEA performance over a longer
period. Moore (1977) has constructed a CEA forecast series
back to 1962 for cutput and inflation, inferring quantitative
estimates from the gualitative forecasts presented. Aithough
this series is subject to error from such judgmental adjust-
ments, the longer sample increases the power of the test
statistics. The resuits of estimating equations such as equation
1 over the longer sample indicate bias in the inflation equation
as the intercept is significantly greater than zero; this result

suggests that the CEA, on average, has been overly optimistic
about future inflation. No bias is evident in the GNP eguation.

9Stephen McNees kindly provided these data. A condition for
their use, however, was that the specific firms remain anony-
mous. Historical data on the economic forecasts of many
alternative forecasters also was available (untit 1988) in the
Federal Reserve Bank of Richmond's Business Ouflook.
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1 Inflation rate is measured by the GNP deilator.
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ASA/NBER, Firm A and Firm B Real GNP Forecasts

vs Actual GNP Growth

ASA/NBER, Firm A and Firm B Inflation Forecasts

vs Actual Inflation




Chart 6

ASA/NBER, Firm A and Firm B Unemployment Forecasts

vs Actual Unemployment

2 indicate that all five widelv-cited forecasts of
aggregate economic activity are unbiased.

POREUAST ACCUBALY

One way to compare the accuracy of alternative
forecasts has been proposed by Fair and Shiller
(19881. The test is performed by estimating a re-
gression of the form:

2)Y, - Y., = a+hi

Lt s

E(Y, —Y, .
Fof L EiY, Y ] o,

where Y, and Y,__ are the actual values of the vari-
able being forecasted in periods t and t — s, respec-
tively, while | K(Y 1 and _, EIY,} are the predic-
tions of forecasters #1 and #2 at time t —s for the
value of Y in period t. In this analvsis, which uses
annual data and one-year-ahead forecasts, s is
equal to one. If the predictions of either forecaster
embodies information bevond the estimate of the

Annuai Data

Percent
k|

one-period change represented by the regression's
intercept term, &, then one or both slope coef-
ficients, b and c in equation 2, should be signifi-
cantly different from zero. If CEA is forecaster #1
and b is significantly different from zero but ¢ is
not, one concludes that the CEA forecast contains
usetul information and forecast #2 has no infor-
mation not contained in the CEA forecast. Finding
¢, but not b, significant would carry the opposite
conclusion. Finding neither b nor ¢ significant
indicates that neither forecast has useful informa-
tion bevond that contained in the intercept, which
is interpreted as the average s-period change in
Y'Ii)

These tests were performed for all pairs of the
CEA, CBO, ASA/NBER, Firm A and Firm B forecasls
of output, inflation and unemplovment. As table 3
reports, a direct comparison of the CEA and CBO
forecasts shows neither agency adds new informa
tion to the other’s forecast of real GNP growth,

9

*Thai a simple extraction of past trends might be considersd an
alternative to "expert” forecasts has been suggested by analy-
ses of forecast performance. Meitzer (1987a,b), for example,
has shown that Federat Reserve forecasts were so imprecise
that, predicting one quarter into the future, it was impossibie to
distinguish statistically between a forecast of strong real growth

and recession. Ancther interesting resuit is reported by
Strongin and Binkley {1988), who find that forecasts made later
in the year and incorporating more information thar initial
forecasts were as likely to deteriorate as to improve.
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inflation or unemplovment. Although this result is
not surprising in view of the very similar regres-
sion results reported in table 1, it also indicates
there is no evidence to distinguish the forecasts of
either agency as a better source of information.

When CEA forecasts are evaluated against the
three private sector forecasts, a different picture
emerges. When evaluated against the ASA/NBER
survey, each instifution’'s jorecast for inflation
adds to the information contained in the other
and in the regression’s intercept. Neither of their
output or unemployvment forecasts, hiowever, adds
to the information contained in the other. This
evidence suggests that inflation forecasts can be
improved by combining the inforrmation in the
CEA and ASA/NBER forecasts. The comparisons
with the two private sector firms, while offering a
similarly mixed bag of results, generally indicate
that, for real GNP and unemplovment, Firm B ap-

pears to offer additional information to the CEA's
forecasts.

For the CBO. the results suggest that any of the
three private sector alternatives adds information
to CBO's output forecast; two of the three also add
information to the CBO's unemplovment forecast.
For inflation, however, there appear to be few
gains from looking at the alternative forecasts.
Among the three private sector firms, none of the
results shows one to be superior to the others.
Overall, the results in table 3 generally indicate
that the private sector forecasts add to the infor-
mation in the CBO forecasts while, aside from
Firm B's contributions, the CEA and private fore-
casts contain similar information.

CONCLUSIONS

Memnbers of both political parties sormetimes
allege that economic forecasts by government
agencies are biased. An examination of this issue
indicates that neither the CEA nor CB0O forecasts
exhibit any discernable bias. An evaluation of three
private sector forecasts also detected no forecast
bias. Absence of bias, however, does not necessar-
ily indicate that a forecast is better (specifically,
muore accuratel. When three private sector fore-
casts were compared with CEA and CBO forecasts,
however, the private sector forecasts generally
were more accurate than those of the CBO; the
CEA fared less well only relative to the forecasts of
private sector Firm B.
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