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Improved Near- and Long-Term Inflation Prospects

The outlook for inflation over the next five quarters, as well as over the next 10 years, looks better now than it did just three
months ago, according to 52 forecasters surveyed by the Federal Reserve Bank of Philadelphia. The forecasters now expect
inflation, as measured by the Consumer Price Index, to average 2.9 percent in the third quarter, down from 3.5 percent in last
quarter's survey. While the forecasters see inflation rising to 3.3 percent in the first quarter of 1996, they have reduced their
estimates for 1995 and 1996 compared with those in last quarter's survey, as the following table shows.

Near-Term Inflation Expectations

Quarterly Annual
1995 1996
Q3 Q4 Ql Q2 Q3 1995 1996
Current Survey 2.9 3.2 3.3 3.3 3.3 3.2 3.2
Previous Survey 3.5 3.5 3.6 35 N.A. 34 3.5

The improved near-term inflation outlook will carry over to the long term, as the forecasters are reducing their estimate of average
inflation over the next 10 years to 3.2 percent, down from 3.35 percent in the last survey. The current estimate is at its lowest
level since the Philadelphia Fed began tracking long-term inflation expectations in the fourth quarter of 1991. The middle range of
estimates is 3 to 3.5 percent. The following table shows long-term inflation expectations for the current and some previous
surveys.

Long-Term Inflation Expectations

Survey Date  93Q3  93Q4 94Q1  94Q2 94Q3  94Q4 95Q1 95Q2  95Q3

345 345 345 350 348 350 330 335 3.20

Littie Risk of a Downturn; No Fed Action Anticipated

Growth in real GDP will rebound from the second-quarter slowdown, according to the forecasters. The forecasters expect real
GDP growth to rise at an annual rate of 2.1 percent in the third quarter and accelerate to 2.8 percent by year-end. Growth will

average 2.9 percent in 1995 and 2.5 percent in 1996, down 0.3 and up 0.1 percentage points, respectively, from the last survey.
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The forecasters see a reduced likelihood of a downturn over the next five quarters. They are currently assigning a 10 percent
chance to a downturn in third-quarter real GDP, down from 13 percent in the previous survey. Although they see a rising risk over
the following four quarters, their estimates remain below those reported three months ago, as the following table shows.

Mean Probability of a Decline in Real GDP

Previous New

1995: Q3 13.0 10.0
Q4 13.0 12.0

1996: Q1 17.0 16.0
Q2 20.0 17.0

Q3 N.A. 19.0

Fed monetary policy will remain in a holding pattern over the near term according to the forecasters, as short-term interest rates,
measured by the rate on three-month Treasury bills, will hold steady at 5.5 percent over the next five quarters. Long-term interest
rates, measured by the rate on 10-year Treasury bonds, will hold steady at 6.5 percent over the same period. The following table
compares this quarter's forecast for selected variables with that of last quarter's survey.

Real GDP 3-month T-bill Yield 10-year T-bond Yield
Previous New Previous New Previous New
Quarterly data:
1995: Q3 2.3 2.1 5.8 5.5 7.1 6.5
Q4 2.8 2.8 5.9 5.5 7.2 6.5
1996: Q1 2.7 2.8 5.9 55 7.2 6.5
Q2 2.3 2.7 6.0 5.5 7.2 6.5
Q3 N.A. 2.6 N.A. 55 N.A. 6.5
Annual average data:
1995 3.2 2.9 5.8 5.6 7.1 6.8
1996 2.4 2.5 6.0 5.6 7.2 6.5

Special Question About the Natural Rate of Unemployment

The survey asked a question about the use by forecasters of the concept of the natural rate of unemployment, which is the
unemployment rate when the economy reaches equilibrium, or the non-accelerating inflation rate of unemployment (NAIRU),
which is the unemployment rate below which inflation begins to accelerate. Fifty-seven percent of the forecasters who responded
use either the natural rate or NAIRU in formulating their forecasts, while 43 percent do not. Of those who use either concept in
forecasting, 88 percent think the natural rate is equal to NAIRU, while 12 percent think they can take different values. The median
value of the natural rate and NAIRU is an unemployment rate of 5.75 percent. Half the forecasters believe the natural rate or
NAIRU is between 5.5 and 6.0 percent.

The Philadelphia Fed's Survey of Professional Forecasters was formerly conducted by the American Statistical Association
(ASA) and the National Bureau of Economic Research (NBER) and was known as the ASA/NBER survey. The survey, which
began in 1968, is conducted each quarter. The Federal Reserve Bank of Philadelphia, in cooperation with the NBER, assumed
responsibility for the survey in June 1990.

For further information about the Survey of Professional Forecasters, contact:
Dean Croushore, Assistant Vice President

Federal Reserve Bank of Philadelphia, Ten Independence Mall

Philadelphia, PA 19106 (215) 574-3809

To subscribg to the survey, contact the Research Department's Publications Desk at (215) 574-6428.
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