Does a wider distribution of forecasts predict negative GDP growth?
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Macroeconomic forecasts have been long used by governments to make fiscal and
monetary policy decisions, and by businesses to determine the future operations of a firm.
Forecasters observe and analyze a wide range of indicators to predict economic variables, such
as Real GDP growth, every quarter. Negative growth is a particular concern for decision-makers,
but unfortunately, the record of accurately forecasting downturns in the economy has not been
good. According to research by An, Jalles, and Loungani of the International Monetary Fund,
economists failed to predict 148 of 153 recessions in a study of 63 countries between 1992 and
2014. This post shows that the distribution of forecasts may be useful to predict periods of
negative real GDP growth.
Past literature suggests varying explanations for forecasters’ inaccuracies in predicting
downturns in the economy. One perspective attributes it to the lack of better models and timely
data while another suggests that falsely forecasting recessions is worse for the forecaster’s
reputation than missing it entirely. In the case of long-run predictions, a multitude of variables
are at play and forecasters are even more conservative in predicting negative GDP growth in
long horizons. We do see forecasts of negative growth in the short run, but even those rarely
capture the magnitude of the actual negative shock to the economy. Other literature further
suggests that part of forecaster disagreement rises in advance of and during recessions, which
suggests that the overall consensus may hide some inkling that a downturn may be on the way.
This research analyzes the distribution of individual forecasts to better predict negative real GDP
growth.
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One guideline for identifying a recession is two consecutive quarters of negative real
GDP growth, and in the United States, the precise dates are determined and announced by the
National Bureau of Economic Research (NBER). In our sample period, there were 7 recessions
according to the NBER. Throughout the sample, there were about the same number of quarters
of negative real GDP growth (26 of them) as quarters classified in recession, but the quarters of
negative growth were more spread out - not all happening during official recessions. It is
interesting to consider the relationship between sign predictability and the dispersion of
forecasts, therefore, this research analyzes single quarter negative real GDP growth predictions
instead of NBER determined recessions.
To better understand if forecasters are truly surprised by future quarters of negative GDP
growth or if they have some information that might be hidden by looking at the consensus, this
research analyzes quarterly US Real Gross Domestic Product growth forecasts by the Survey of
Professional Forecasters in the short and long run from 1968 until 2019. The data shows that the
mean of the forecasts did not once predict negative economic growth for one year ahead
predictions, despite the presence of 7 quarters of negative GDP growth in the realized data.
However, it may be that forecasters reveal some information about the potential for future
negative GDP growth based on their distribution. The graphs below show a spike in standard
deviation for three different forecast horizons when the realized real GDP was negative
(indicator = 1), which further motivates this research.

A linear probability model for negative realized real GDP growth was estimated for the
current quarter, one quarter ahead, and one year ahead forecasts. A larger standard deviation was
associated with a higher probability of negative realized real GDP growth in the short and long
run.
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Linear Probability Model
Dependent Variable: Binary Real GDP growth (1 if negative, 0 otherwise)
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In the current quarter, a 1-unit increase in standard deviation was statistically
significantly associated with a 0.09 increase in the probability of realized real GDP growth being
negative. For one-quarter ahead, a 1-unit increase in standard deviation was statistically
significantly associated with a 0.063 increase in the probability of realized real GDP growth
being negative. For one-year ahead forecasts, a 1-unit increase in standard deviation was
statistically significantly associated with a 0.057 increase in probability of realized real GDP
growth being negative. Even when controlling for the mean of the forecast, the standard
deviation of the forecasts still had a statistically significant and positive association with the
probability of negative GDP growth on all three horizons considered.
Based on these results, a larger dispersion in individual forecasts, or more disagreement
among forecasters, is associated with a higher probability of negative growth, in short- and
longer-term predictions. Adding an indicator if the forecast mean was negative, however, alters
these inferences. In the short horizons, it was the sign of the mean forecast that was indicative of
the sign of the realized real GDP growth, not the standard deviation. But, in the longer horizon,
when there were no negative predictions, a larger standard deviation is still associated with a
higher probability of negative growth in the quarter.
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To better fit a binary dependent variable, a Probit model was constructed using the same
regressors, and it produced similar inferences. For the one-year-ahead predictions, a higher
standard deviation is statistically significantly associated with higher probabilities of real RGP
growth being negative. Since there are no negative forecasts one year ahead, an indicator for a
negative forecast mean isn’t relevant for this horizon. Further analysis was conducted to see
whether the skewness of the distribution explained the role of the standard deviation in
predicting negative growth, but box-whisker plots for individual quarters showed almost no
additional skewness of forecasts for quarters with negative GDP growth.
Our analysis leads us to infer that forecasters are aware of quarters with potentially
negative GDP growth but are conservative in their predictions for the fear of jeopardizing their
reputation if they are inaccurate, especially when making long-run predictions. As prior research
suggests, predicting recessions so far ahead has always been difficult and inaccurate, but the size
of the spread of individual forecasts does suggest that there is some information that realized real
GDP growth may be negative one year ahead.
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