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GDPNow's Second Quarter Forecast: Is It Too High?

Real gross domestic product (GDP) growth slowed from a 2 percent pace in 2016 to an annual rate of 0.7 percent in the first quarter
of 2017. The Federal Open Market Committee viewed this slowdown in growth "as likely to be transitory," according to its last
statement.

Indeed, current quarter GDP forecasting models maintained by the Federal Reserve Banks of New York, St. Louis, and Atlanta have
been pointing toward stronger second quarter growth (2.3 percent, 2.6 percent and 4.1 percent, as reported on their respective
websites on May 19, 2017).

The Atlanta Fed's model—GDPNow—is at the high end of this range and is also high relative to other professional forecasts. The
median forecast for second quarter real GDP growth in the May Survey of Professional Forecasters (SPF) was 3.1 percent, for

instance, and recent forecasts from Blue Chip Publication surveys displayed on our GDPNow page show some divergence from our

model as well.

We encourage—and frequently receive—feedback on our GDPNow tool, and some users have suggested that our forecast for
second quarter growth is too high. In fact, some empirical evidence supports that view. The evidence considered here correlates
differences between consensus Blue Chip Economic Indicators Survey and GDPNow forecasts for growth about 80 days before the
first GDP release with the GDPNow forecast errors (see the chart below).

Relationship between GDPNow forecast errors and its discrepancy with Blue Chip
Economic Indicators consensus forecasts about 80 days before first GDP release.

2.0
& 13:Q4

*
1.5 ®13:Q3

-0.9 percentage points: e
Predicted error for 2017:Q2 -

1. -

using discrepancy between Blue -
Chip and May 5th GDPNow & 14:Q3 PLd
forecast \f\or 2017:Q2 growth P & 15:Q3
0.5 \

\ 11:4 9 el

\ 13:Q1 -

\ L 4 _-~" Regression line fitting GDPNow

0.0 L1402 @ ’,—" forecast errors to‘dlscrepan‘cy
\ & 12:Q3 JPlde between Blue Chip Economic

\ -

\ .’ Indicators consensus and
-0.5 \ ®14:04 ',"' GDPNow forecasts
: 12:Qi\’ 13:Q2 ,"
L. -

-

-
-

16:Q3 -7 16:Q2
'1.0 ‘ r"} ’

-1.5 -~
16:Q1 @ ¢ 15:04

17:Q1 Simple correlation
-2.0 L 2
¢ 12:Q4 1?0,1 coefficient: 0.46

-2.5

Advance estimate of real GDP growth minus most recent GDPNow forecast available
before the Blue Chip survey released about 80 days before first GDP release

-1.5 -1.0 -0.5 0.0 0.5 1.0 1.5 2.0 2.5
Discrepancy between Blue Chip Economic Indicators consensus real GDP nowcast released about 80
days before first GDP release and GDPNow forecast available at the time of the survey

Sources: Bureau of Economic Analysis, Blue Chip Economic Indicators and Federal Reserve Bank of Atlanta.

(enlarge)

A note about the chart: The horizontal axis shows the difference between the Blue Chip consensus forecasts and GDPNow's
forecast. The vertical axis measures the 80-day-ahead GDPNow forecast error, defined as the difference between the first published
estimate of real GDP growth and the GDPNow forecast at the time of the mid-quarter Blue Chip survey.

As the chart shows, there is a positive relationship between the Blue Chip-GDPNow discrepancy and the GDPNow forecast error. A
simple linear regression would predict that the GDPNow forecast of 3.7 percent growth on May 5 was too high by nearly 1.0
percentage point. Moreover, the chart suggests that there has been a bias in GDPNow forecasts since the fourth quarter of 2015 of
between 0.9 and 2.0 percentage points at the time of these mid-quarter Blue Chip surveys. If you are inclined to think the GDPNow
forecast for second quarter growth is a bit too high, then this evidence will not change your mind.

Given this evidence, you might think that putting relatively little stock in the GDPNow forecast at this point in the quarter would be
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prudent. Indeed, if we calculate the weighted average of the historical Blue Chip consensus and GDPNow forecasts that produced
the most accurate forecast of the first estimate of real GDP growth, then the optimal weight of the GDPNow forecast lies somewhere
between 0.34 and 0.55 (see the chart below). The weight depends on the number of days until the first GDP release.

Optimal historical weight on GDPNow when forecasting with a weighted average of
GDPNow and Blue Chip Consensus survey forecasts since 2011:Q3.
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For example, the optimal weight of 0.55 on GDPNow about 54 days before the first GDP release means that 0.55 times the
GDPNow forecast plus 0.45 times Blue Chip consensus survey forecast has been more accurate, on average, than any other
weighted average of the two forecasts. The lowest weight on GDPNow corresponds to forecasts made about 83 days before the first
GDP release—the time when GDPNow's bean-counting algorithms have the least amount of source data to work with.

A weighted average of the Blue Chip consensus and GDPNow forecasts at that time would put the GDP forecast about 0.6 to 0.7
percentage points below the current GDPNow forecast. However, the confidence bands around these estimates are wide, so the
positive weight placed on GDPNow early in the quarter could just be the result of chance.

Let's cut to the chase—why, exactly, is the GDPNow forecast for second quarter GDP growth so high? The details of the GDPNow
forecast provide some clues. We can compare the GDPNow forecasts of GDP components with those from the SPF. (The Blue Chip
forecast does not provide detail on all the GDP components.) The following table translates the median SPF forecasts into
contributions to second quarter real GDP growth. These contributions are shown alongside GDPNow's forecasted contributions as
well as the average contributions to real GDP growth over the prior four quarters.

Actual and forecasted contributions to annualized real GDP growth

Forecast for 2017:Q2
Average for 2016:Q2 to Survey of Professional
2017:Q1 period GDPNow (May 16) Forecasters (May 9)

Real GDP 19 41 31
Consumer spending 1.89 2.02 187
Business fixed investment 0.38 0.75 0.54
Residential investment 0.10 0.33 0.19
Change in private inventories -0.15 1.20 0.52
Net exports -0.18 -0.13 -0.22
Federal government spending -0.02 -0.15 0.05
State and local govt. spending -0.09 0.08 0.16

Sources: Bureau of Economic Analysis, Federal Reserve Bank of Philadelphia, Federal Reserve Bank of Atlanta and author calculations
Note: The date shown for the Survey of Professional Forecasters is the deadline date, not the release date

(enlarge)

Clearly, more than half of the difference between the GDP growth forecasts from GDPNow and the SPF is due to inventories. For
both forecasts, inventory investment also accounts for over half of the pickup in second quarter growth from the trailing four-quarter
average.

A macroblog post | wrote last year showed that the growth-forecast contribution of mid-quarter inventory investment produced
roughly equivalent accuracy in the SPF and GDPNow models, but it was much less accurate than the contribution forecasts of the
other GDP components. Based on experience, we can't be confident that either forecast of inventory investment is likely to be very
accurate or that one is likely to be much more accurate than another.

With very little hard data in hand for the second quarter for most of the GDP components—and for inventories in particular—we will
continue to closely monitor if the data are as strong as GDPNow is anticipating or if they hew more closely to other forecasts. Check

back with us to see.

By Pat Higgins, an associate policy adviser and economist in the Atlanta Fed's research department

May 22, 2017 in Forecasts, GDP | Permalink



https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b8d2851a1a970c.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b8d2851a1a970c.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b8d2851a1a970c.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b8d2851a1a970c.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b8d2851a1a970c.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b8d2851a1a970c.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b8d2851a1a970c.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b8d2851a1a970c.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b8d2851a1a970c.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b7c8fad7db970b.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b7c8fad7db970b.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b7c8fad7db970b.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b7c8fad7db970b.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b7c8fad7db970b.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b7c8fad7db970b.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b7c8fad7db970b.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b7c8fad7db970b.png
https://www.atlantafed.org/-/media/Images/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high/6a00d8341c834f53ef01b7c8fad7db970b.png
https://www.atlantafed.org/blogs/macroblog/2016/05/23/can-two-wrongs-make-a-right
https://www.atlantafed.org/blogs/macroblog/2016/05/23/can-two-wrongs-make-a-right
https://www.frbatlanta.org/research/economists/higgins-patrick.aspx?d=1&s=blogmb
https://www.frbatlanta.org/research/economists/higgins-patrick.aspx?d=1&s=blogmb
https://www.atlantafed.org/blogs/macroblog/?tagid=9ce3e69b-1364-4bee-a1a3-f6267accc046
https://www.atlantafed.org/blogs/macroblog/?tagid=9ce3e69b-1364-4bee-a1a3-f6267accc046
https://www.atlantafed.org/blogs/macroblog/?tagid=5d64153e-5dc7-45ae-bb82-6543627ad65d
https://www.atlantafed.org/blogs/macroblog/?tagid=5d64153e-5dc7-45ae-bb82-6543627ad65d
https://www.atlantafed.org/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high
https://www.atlantafed.org/blogs/macroblog/2017/05/22/gdpnows-second-quarter-forecast-is-it-too-high

