Economic Forecasts
Too smooth by far?
Prakash Loungani & Jair Rodriguez

Two questions about the global economic outlook are a matter of active
conjecture at the moment:
• First, will the US economy go into a recession?
• Second, to what extent will the rest of the world be affected by developments in the US economy? In the parlance of the day, will countries
“decouple” from the United States?
To those turning to private sector economic forecasters for guidance on
these questions, this article sounds a note of caution: the past performance
of forecasters on these two questions leaves much to be desired. Few
recessions have been forecast ahead of their arrival. Nor do forecasters
take into account fully the dependence of economies on one another; we
present evidence that the dependence on the US economy of the other
members of the G7 has been under-appreciated by forecasters in the past.
In short, economies are coupled, but one country’s forecasters often seem
to be decoupled from those in other countries.
Why isn’t the performance of economic forecasters better? There can be
many reasons, but the one emphasized here is forecasters’ excessive caution. Forecasts ought to be revised early and often so as to absorb new
information promptly. But the evidence presented in this article suggests
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that forecasters take very long to reflect information in their forecasts. As
a consequence, revisions to forecasts tend to be smooth.
This smoothness is not to be lauded: it suggests that forecasts are not
efficient. Forecast efficiency requires that successive forecasts of the same
event should be uncorrelated, a property emphasized by Nordhaus (1987)
and explained lucidly by him as follows:
If I can look at your most recent forecasts and accurately say, “Your next forecast will be 2% lower than today’s”, then you can surely improve your forecast
(Nordhaus, p. 673).

Efficient forecasts, Nordhaus demonstrated, should “appear jagged
because they incorporate all news quickly. Inefficient forecasts appear
smoother … for they let the news seep in slowly.” He conjectures that
“the tendency to smooth one’s forecasts is rooted in the way people think
about the future … We tend to break the good or bad news to ourselves
slowly, taking too long to allow surprises to be incorporated into our
forecasts.”

Train[wreck]spotting
Recessions are the train derailments of economic activity. They are somewhat rare events but they can cause a lot of damage when they do occur.
Spotting recessions requires unusual alertness on the part of forecasters to
incoming economic information and a willingness to raise alarms about
possible recessions, even at the risk that some of these calls will turn out
to be wrong. However, the evidence shows that forecasters are unwilling
or unable to signal that the economy is heading down the wrong track until
a crash is imminent; and even then they initially underestimate the extent
of the damage.
Consider Table 1, which lists the G7 and seven large emerging market
countries (dubbed the “EM7” in this article), which together account for
nearly three-quarters of world GDP today. The table also lists the years since
1990 in which these economies experienced a recession, which is defined
here as either a year in which real GDP declined (on a year-over-year
basis) or a year in which there were two quarters of real GDP declines.1
1

An exception is the 2001 US recession—it does not meet our criteria but we use it nevertheless as it is widely
regarded as a recession and was termed as such by the National Bureau of Economic Research.
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