Survey of

' ' Federal Reserve Bank
= of Philadelphia

F O R E C A S T E R S

Release Date: August 23, 2001
THIRD QUARTER 2001

Forecasters Grow a Bit More Pessimistic

The outlook for economic growth over the next two years looks less rosy than it did just three months ago, according to
33 forecasters surveyed by the Federal Reserve Bank of Philadelphia. In the current year, the forecasters see the
economy expanding at a rate of just 1.7 percent—a downward revision of 0.3 percentage point from their forecast of
2.0 percent made three months ago. The outlook brightens a bit in 2002, since the forecasters expect growth to
rebound to 2.6 percent. However, that projection is down from the forecasters’ projection of 2.8 percent in the last
survey. On a quarterly basis, the forecasters see growth recovering over the next five quarters, from 1.2 percent in the
current quarter to 3.9 percent in the third quarter of 2002.

A slightly worse outlook for the unemployment rate accompanies the downward revision to real GDP growth.
Currently, the forecasters expect that rate to average 4.6 percent in 2001, a bit higher than their previous projection of
4.5 percent. Unemployment will climb to an annual average rate of 4.9 percent in 2002, up 0.1 percentage point from
the forecast of three months ago. Over the next five quarters, as the rate of growth in real GDP rebounds, the
forecasters expect unemployment to follow a hump-shaped path, rising from a projected rate of 4.7 percent in the third
quarter of 2001, peaking at 5.0 percent in the first quarter of 2002, and falling to a steady 4.9 percent thereafter.

The forecasters’ expectation for near-term inflation in 2001 is unchanged from that of the last survey. Measured by the
fourth-quarter over fourth-quarter rate of change in the CPI, inflation will average 3.0 percent in 2001, the same rate
expected in the last survey. Deceleration is in the cards for 2002, as the forecasters currently project that CPI inflation
will fall to 2.7 percent in that year. Previously, the forecasters thought CPI inflation would average 2.5 percent in
2002.

The following table compares forecasts for selected variables from the current survey with those from three months
ago.
Real GDP (%) Unemployment Rate (%) CPI Inflation (%)

Previous New Previous New Previous New
Quarterly data:
2001: Q3 2.0 1.2 4.7 4.7 2.5 2.4
Q4 2.6 2.8 4.8 49 2.5 2.5
2002: Q1 3.1 2.7 4.8 5.0 2.5 2.6
Q2 3.6 3.0 4.8 4.9 2.5 2.6
Q3 N.A. 3.9 N.A. 4.9 N.A. 2.7
Annual average data:
2001 2.0 1.7 4.5 4.6 3.0 3.0
2002 2.8 2.6 4.8 4.9 2.5 2.7
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Forecasters Continue to Boost Their Projection for the Yield Spread

In our description of the previous survey’s results, we noted that the forecasters’ projections for short- and long-term
interest rates implied sizable upward revisions to the projected yield spread (measured as the difference between long-
and short-term interest rates)—a variable that some analysts believe is useful for predicting future levels of economic
activity. As the following table shows, that trend continues in the present survey. For 2001, the forecasters project
that the rate on three-month Treasury bills will average 3.8 percent, down from 3.9 percent in the last survey, and the
rate on 10-year Treasury bonds will average 5.2 percent, up from 5.1 percent previously. Thus, the implied projection
for the yield spread in 2001 currently stands at 1.4 percent, marking an upward revision of 0.2 percentage point from
the previous projection of 1.2 percent. A larger upward revision characterizes the outlook for 2002: the forecasters’
current projection for the yield spread stands at 1.8 percentage points, an increase of 0.6 percentage point over the
previous forecast.

3-Month Rate (%) 10-Year Rate (%) 10-Year Minus 3-Month (%)
Previous New Previous New Previous New
Quarterly data:
2001: Q3 3.5 34 5.0 5.1 1.5 1.7
Q4 3.6 33 5.0 5.2 1.4 1.9
2002: Q1 3.7 33 5.1 5.3 1.4 2.0
Q2 3.8 35 5.1 5.3 1.3 1.8
Q3 N.A. 3.7 N.A. 5.4 N.A. 1.7
Annual average data:
2001 39 3.8 5.1 52 1.2 1.4
2002 4.0 3.6 5.2 54 1.2 1.8

Expectations for Long-Term Inflation Hold Steady

The Philadelphia Fed’s measure of expectations for long-term inflation remains unchanged. That measure, defined as
the average rate of change in the CPI over the next 10 years, is 2.50 percent. The middle range of forecasts is 2.45
percent to 2.85 percent. With the exception of a minor blip in the estimate in the first-quarter 1999 survey, long-term
expectations for inflation have held steady at 2.50 percent since the survey taken in the second quarter of 1998.

Forecasters Raise the Chance of a Negative Current Quarter

The forecasters see a slightly higher chance that real GDP will contract in the current quarter. Currently, the
forecasters peg that chance at 35 percent, six percentage points higher than their estimate of 29 percent in the last
survey. However, slightly smaller upward revisions characterize the chance of negative growth over the following few
quarters, as the following table shows.

Risk of a Negative Quarter (%)
Previous New
Survey Survey

Quarterly data:

2001: Q3 29 35
Q4 23 26

2002: Q1 18 20
Q2 13 16

Q3 NA. 15



Equilibrium Unemployment Rises

In third-quarter surveys, we ask the forecasters to provide their estimates of the natural rate of unemployment—the rate
of unemployment that occurs when the economy reaches equilibrium. For the third-quarter surveys conducted since
1996, the following table tracks the median estimate of the natural rate (computed on the basis of those forecasters who
use the natural rate concept in preparing their forecasts), as well as the percentage of forecasters who use the concept,
and the lowest and highest estimates (among those who use the concept). Ten of the 29 participants who answered the
question report that they use the natural rate in their forecasts. Among these 10, the median estimate for the natural
rate is 4.88 percent, marking an increase from the previous survey’s estimate of 4.50 percent. The lowest estimate of
the natural rate is 3.50 percent, and the highest estimate is 5.50 percent.

There is a dramatic reduction of the proportion of forecasters who use the natural rate: currently, that proportion stands
at 34 percent, down from 48 percent in third-quarter survey of 2000. Interestingly, natural-rate usage among survey
participants has dropped (almost) continuously over the years in which we have been polling the forecasters—from 62
percent in 1996 to 34 percent at present.

Survey Date Percentage Who Use Median Estimate Low High
The Natural Rate (%) (%) (%) (%)
1996:Q3 62 5.65 5.00 6.00
1997:Q3 59 5.25 4.50 5.88
1998:Q3 47 5.30 4.50 5.80
1999:Q3 43 5.00 4.13 5.60
2000:Q3 48 4.50 4.00 5.00
2001:Q3 34 4.88 3.50 5.50

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, Vice President and Economist, Federal Reserve Bank of Philadelphia,
Ten Independence Mall, Philadelphia, PA 19106 (215) 574-3809 email: dean.croushore@phil.frb.org

To subscribe to the survey, contact the Research Department's Publications Desk at (215) 574-6428. This three-page writeup
contains partial results of the survey. More detailed tables are available. These tables can be accessed on the Internet at:
http://www.phil. frb.org/econ/spf/index.htmi.
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