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e Thisinstallment presents a new framework to predict the level of the fed funds rate Azhar Igbal
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» We compare our framework’s fed funds forecast with the FOMC and Blue Chip Azharlgbal@wellsfargo.com | 212-214-2029
forecasts to decide who is more accurate at predicting the near-term fed funds rate. Delaney Conner

¢ The framework effectively predicted the turning points in the fed funds rate in the Economic Analyst | Wells Fargo Economics

simulation analysis. Delaney.Conner@wellsfargo.com | 704-374-2150

¢ The FOMC started providing the SEP in 2012; therefore, we employ the 2012-2024
period to identify whose fed funds rate predictions are the most accurate.

¢ Blue Chip has a higher perfect forecast accuracy rate (67%) than the FOMC (58%).

¢ The FOMC'’s average forecast error is slightly lower (21 bps) than the Blue Chip
consensus average error (29 bps).

e Both the FOMC's SEP and the Blue Chip consensus missed the 2019 rate cuts.

e With the September rate cut in the books and high expectations of more rate cuts in
the remaining meetings of 2024, both the FOMC and the Blue Chip forecasts suffer a
lower average forecast accuracy and a higher average forecast error.

e Given the historical accuracy of our approach, we believe our framework would be
helpful for decision makers to improve their forecast accuracy.

¢ We also propose that instead of following the traditional approach of forecasting
the near-term fed funds rate, forecasters should consider predicting policy pivots in
addition to the fed funds rate.

All estimates/forecasts are as of 9/25/2024 unless otherwise stated. 9/25/2024 6:00:00 EDT. This report is available on Bloomberg WFRE
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Why Is Accurately Predicting the Near-Term Fed Funds Rate Important?

This installment presents a new framework to predict the two-quarters-out level of the fed funds rate.
We compare our framework’s fed funds forecast with the FOMC and Blue Chip's forecasts to examine
who is more accurate at predicting the near-term fed funds rate.

Former Chairman of the Federal Reserve Ben Bernanke stated that central bankers utilize forecasts in
policymaking and as policy communication tools.2 Researchers suggested that the FOMC forecasts
may influence private sector forecasts.2 For example, the FOMC employs its fed funds forecast (along
with its other forecasts) to communicate the near-term policy stance. In the short run, significant
changes in the forecast would send undesirable signals and raise questions about the accuracy of the
fed funds forecast. Therefore, in our view, accurately predicting the near-term path of the fed funds
rate is vital for effective policymaking as well as policy commmunications.

A New Framework To Predict Two-Quarters-Out Fed Funds Rate

We present a new approach to predict the fed funds rate two quarters out (up to four FOMC meetings
ahead). Part Ill of the series presented four-quarters-out probabilities of the three growth scenarios
of soft-landing, stagflation and recession. We employ those probabilities as predictors and use the

fed funds rate as our target variable. Given the volatile nature of the economy during the post-
pandemic era, a one-year-out prediction for the fed funds rate would likely have lower accuracy, as

the rapidly changing nature of potential risks would dictate a faster response from the FOMC, all

else equal. Following Clarida et al. (1999), we include a lag of fed funds rates as a right-hand-side
variable to capture the current policy stance.3 Clarida et al. (1999) suggested that the current level

of the fed funds rate would help to determine its next phase. We utilize a quarterly dataset for the
1988-2024:Q2 period for our analysis.

Figure 1 shows the actual versus the forecasted fed funds rate. The framework effectively predicted
the turning points in the fed funds rate during the 1988-2024:Q2 period. An observation from our
analysis is that, in recent years, the projected fed funds rate peaked in Q4-2023 and maintained the
peak in Q1-2024, which is consistent with the probabilities of the three growth scenarios. As stated
in Part |11, all three probabilities were elevated, but the soft-landing probability was higher than the
probabilities of stagflation and recession. Moreover, the last three quarters (Q4-2023:Q2-2024)
noted an upward trend in the soft-landing probability while the other two growth scenario
probabilities were tending downward. Our framework estimated the fed funds rate to be 5.33% in
Q2-2024. As this was a decline to last quarter's estimate of 5.40%, our framework suggested a rate
cut would occur. In other words, the framework suggested that the easing cycle would start in the next
two quarters.

Figure 1
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Who's Most Accurate at Predicting the Fed Funds Rates: The FOMC, Blue
Chip or the New Framework?

The FOMC and Blue Chip consensus also forecast the fed funds rate, and that gives us an opportunity
to compare our framework-based fed funds rate with those predictions. The FOMC started providing
the SEP in 2012; therefore, we employ the 2012-2024 period to identify whose fed funds rate
predictions are the most accurate. Additionally, the SEP provides year-end forecasts—the June 2024
SEP suggested that the fed funds rate will be at 5.25% (upper bound) by the end of 2024. To construct
a six-months-out fed funds forecast for the FOMC, we utilize the June SEP forecast as a proxy for the
year-end.

By the same token, we utilize Blue Chip consensus’ June forecast for the year-end. The June Blue Chip
consensus suggests that the target fed funds rate would end 2024 at 5.00%. Table 1 shows the actual
fed funds rate, the forecasts based on the new framework, the FOMC projections and the forecasts
from the Blue Chip consensus. For example, the actual fed funds rate for 2015 year-end was 0.50%,
the FOMC'’s projection was 0.75% (June 2015 SEP), the Blue Chip consensus forecasted 0.50% (June
2015) and the new framework predicted 0.37%.

We readily acknowledge that both the FOMC and Blue Chip fed funds forecasts are actual real-time
and the framework’s projections are simulated real-time. Therefore, in the first phase, we compare the
FOMC and Blue Chip forecasts to determine which is more accurate. The next phase involves analyzing
our framework’s projections to determine whether our approach would help decision makers improve
their forecast accuracy.

Table 1
I 6-Month-Out Forecast
Year Actual Fed Funds Rate The FOMC (SEP) Blue-Chip Consensus New Framework
2012 0.25 0.25 0.25 0.25
2013 0.25 0.25 0.25 0.25
2014 0.25 0.25 0.25 0.25
2015 0.50 0.75 0.50 0.37
2016 0.75 1.00 0.75 0.66
2017 1.50 1.50 1.50 1.37
2018 2.50 2.50 2.25 2.19
2019 1.75 2.50 2.50 2.38
2020 0.25 0.25 0.25 0.52
2021 0.25 0.25 0.25 0.57
2022 4.50 3.50 2.50 1.97
2023 5.50 5.75 5.00 477
2024 ” 5.25 5.00 5.33

Please note, actual and forecast are year-end values
Source: Federal Reserve Board, Blue Chip Financial and Wells Fargo Economics

Although there are 13 year-end fed funds rate forecasts in the 2012-2024 period, we do not know the
actual 2024-year end fed funds rate at present, so we thereby have 12 observations. As seen in Table
2, the Blue Chip consensus has a perfect forecast (when the actual fed funds rate equals the Blue Chip
forecast in Table 1) accuracy rate of 67% (eight out of 12 years). The FOMC's perfect forecast accuracy
rate is only 58% (seven out of 12 years). The FOMC'’s average forecast error (actual minus forecast;

we employ absolute values to account for the under/over forecast) is slightly lower at 21 bps than the
Blue Chip average error (29 bps). The smallest absolute change in the federal funds rate during the
2012-2024 period was 25 bps. The FOMC's error was 4 bps lower than this, while Blue Chip's error was
4 bps higher.

Both the FOMC's SEP and the Blue Chip consensus missed the 2019 rate cuts. The June 2019 SEP
predicted the federal funds rate would be 2.50% (no rate cut) at 2019 year-end, and Blue Chip
predicted the same in June 2019. Both forecasts also predicted more rate hikes in the second half of
2022 but missed the magnitude of the tightening cycle: the actual 2022 year-end fed funds rate was
4.50%, but the June 2022 SEP predicted 3.50% and the June 2022 Blue Chip consensus predicted
2.50%. A similar conclusion is noted for 2023-year end—both forecasts were unable to accurately
predict the year-end fed funds rate.

For 2024, the June SEP suggested 5.25% as the year-end rate, while the June Blue Chip predicted
5.00%. However, during its September meeting, the FOMC cut rates by 50 bps, bringing the upper
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bound of the target fed funds rate to 5.00%. Given financial market participants' high expectations
(including our own forecast) of more rate cuts at the November and December FOMC meetings (the
fed funds may end 2024 at 4.50%), a repeat of 2022 and 2023 is more likely than not, and both the
FOMC and Blue Chip consensus are likely to miss the 2024-year end fed funds rate target. Therefore,
assuming the fed funds rate is at 4.50% by the end of 2024, both the FOMC and the Blue Chip
consensus would experience a lower forecast accuracy than the present level. Particularly, the FOMC’s
directional accuracy would drop to 54% from 58% and the Blue Chip consensus directional accuracy
would be 62% (67% at present). The FOMC's average forecast error would uptick to 25 bps (21 bps at
present) and the Blue Chip consensus average error would be 31 bps (29 bps at present).

Our framework’s six-months-out fed funds forecast differs in two major ways from the FOMC's SEP
and the Blue Chip consensus: (a) our framework’s forecasts are simulated, not real time and (b) the
framework’s prediction may not exactly match with the actual numbers, as the regression predicts

a continuous variable (i.e, one that can take any value in the range). The FOMC, on the other hand,
changes the fed funds rate by a minimum amount of 25 bps (at least in the post-1990 era). However,
we believe the toolkit would be helpful for decision makers to shed light on the potential pace and
duration of a policy stance.

For example, as seen in Table 1, the FOMC raised the fed funds rate in December 2015, which was the
first rate hike in the post-Great Recession era. All three forecasts were able to predict the rate hike.
However, the FOMC forecasted two rate hikes (assuming a 25 bps rate hike each time), and its 2015
year-end forecast was 0.75%. Although the June Blue Chip consensus forecasted one rate hike (0.50%
as the 2015 year-end forecast), the May consensus suggested 1.00% as the 2015 year-end rate (three
rate hikes in the second half of 2015). Our framework, on the other hand, never suggested more than
one rate hike in 2015, and the highest prediction value was 0.43% (Q4-2015). Another observation
we want to share is for the 2019 period. The December 2018 rate hike (which brought the fed funds
rate to 2.50%) concluded the rate hike cycle of the post-Great Recession era, and the July 2019 rate
cut started the rate cut cycle, where the fed funds rate ended 2019 at 1.75%. However, the June 2019
SEP forecasted the fed funds rate would be 2.50% for 2019 year-end (no rate cut), as did the June
Blue Chip consensus. Our framework showed a declining trend in the fed funds rate during the first
half of 2019 (our forecast peaked at 2.45% for Q4-2018 and then dropped to 2.38% by Q2-2019).

In hindsight, the declining trend in the forecasted fed funds rate may have cautioned decision makers
about an upcoming potential rate cut.

Recently, our framework's projected fed funds rate peaked in Q4-2023 and maintained that level in
Q1-2024, which is consistent with the probabilities of the three growth scenarios. That is, the last
three quarters (Q4-2023:Q2-2024) noted an upward trend in the soft-landing probability while the
other two growth scenario probabilities were trending downward. The Q2-2024 estimated fed funds
rate is 5.33% (a decline compared to the last quarter prediction of 5.40%), which suggested a rate
cut would be in the picture. Therefore, we believe, given the historical accuracy of our toolkit, our
framework would help decision makers improve their forecast accuracy.

Table 2
The FOMC vs. Blue Chip: Who's More Accurate
Perfect Forecast Average Forecast Error
The FOMC
© 58% (7/12) 21 bps
Blue-Chi
ue-Chip 67% (8/12) 29 bps

Source: Federal Reserve Board, Blue Chip Financial and Wells Fargo Economics

Prediction Accuracy Is Crucial for Effective Policymaking and Policy
Communications

Bernanke (2024) reviewed the forecasting performance of seven central banks including the Federal
Reserve, the Bank of England and the ECB. The accuracy of the central bankers’ forecasts (particularly
the one-year-out inflation forecasts) declined significantly in the post-pandemic era. Moreover,
Bernanke (2024) outlined some of the recommendations to design effective policy decisions and
policy communications, placing emphasis on accurately identifying and quantifying risks to the
outlook.
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This series proposed a new framework that would help decision makers effectively quantify potential
risks to the economic outlook by moving away from the traditional approach of just forecasting
recession probability and/or the GDP growth rate for the near future. We suggest characterizing the
growth outlook into three different regimes of soft-landing, stagflation and recession. Moreover, one-
year-out probabilities of those three scenarios would shed light on the potential economic risks in the
near future.

We also propose that instead of following the traditional approach of forecasting the near-term fed
funds rate, an effective toolkit should predict policy pivots in addition to the fed funds forecast. By
predicting a policy pivot, decision makers would be able to identify the potential duration of a policy
stance. The fed funds forecast would complement the pivot prediction by identifying the appropriate
pace of the policy cycle.

We are planning to regularly update our toolkit to gauge the potential duration and pace of the current
easing cycle, and we'll publish those results for the foreseeable future. In addition, we are planning to
expand applications of the three growth probabilities to predict changes in different sectors of the
economic and financial world.

Endnotes

1 — Bernanke, Ben. "Forecasting for Monetary Policy Making and Communication at the Bank of
England: A Review." Bank of England. April 12, 2024. (Return)

2 —Hubert, Paul. (2014). "EOMC Forecasts as a Focal Point for Private Expectations." Journal of Money,
Credit and Banking, Vol 46, No 7. (Return)

3 —Clarida, R., Gali, J., and Gertler, M. (1999). "The Science of Monetary Policy: A New Keynesian
Perspective." Journal of Economic Literature, Vol XXXVII (December), pp 1661-1707. (Return)
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