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Foreword

While macroeconomic and economic policy handbooks abound, they rarely dwell
on the important question of economic forecasting. Many even bypass it altogether.
Yet, scores of economists, both in the private and in the public sector, spend their
working days constructing forecasts, and worry at night whether they got them
right. The techniques they use blend traditional macroeconomic analysis, statistical
and econometric tools, microeconomic insights and a fair dose of eclectic judge-
ment. Granted, some of them are described in journal articles but few if any books
pull these various strands of knowledge and expertise together in a comprehensive
survey. Bruno, Nicolas and Vincent aptly fill the void, drawing on their experience
built up first-hand, in particular at the International Monetary Fund, the Bank for
International Settlements and the Organisation for Economic Co-operation and
Development.

Economic Forecasting is accessible to anyone with a general background in eco-
nomics, yet nuanced and state-of-the-art. It provides the complete toolkit needed
by forecasters, with clear presentations of the technicalities and numerous up-
to-date real-life exhibits. It covers a broad set of areas, including national accounting,
business cycle analysis, macroeconomic model-building and usage, long-term
projections and fiscal forecasting.

But this book also steps back from the nitty-gritty of day-to-day forecasting
cuisine to put things in perspective. It sets out the theoretical underpinnings of
forecasting models. It vividly shows how forecasts feed into policy-making or private
agents’ decisions. It discusses forecasting (in)accuracy, convincingly arguing that
forecasts are essential even if forecasters are almost inevitably bound to be off the
mark. It candidly points out the shortcomings of the existing analytical frame-
works and gives readers a glimpse of forthcoming developments on the frontier of
national accounting, economic analysis and forecasting. Last but not least, it offers
a unique round-the-world tour of the institutions producing forecasts — a precious
roadmap for what has become a crowded jungle.

A preliminary version of this book was first published in French in 2002 and
received the prize of the best economic policy book from the French Academy of
Moral and Political Sciences. I trust that the English version, which adopts a more
global perspective and incorporates relevant recent developments, will be equally
successful and will rapidly become popular with students, academics and practition-
ers alike.

JEAN-PHILIPPE COTIS
OECD Chief Economist
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Introduction

All human errors are impatience, a premature breaking off of methodical
procedure, an apparent fencing-in of what is apparently at issue.
F. Kafka

Man approaches the unattainable truth through a succession of errors.
A. Huxley

In recent decades, economic forecasting has taken on an increasingly important
role. Expected future economic developments are discussed daily, both in specialised
fora and more broadly. News carrying risks for the economic outlook can send
financial markets into jitters at any time. Hence, an articulated assessment of eco-
nomic prospects is now widely seen as an indispensable ingredient in economic
policy-making, as well as for private-sector decisions. To cope with uncertainty
and anticipate the implications of their behaviour, nearly every agent or collective
entity has to rely on some description of how the economy is likely to evolve, that
is, on an economic forecast.

What is economic forecasting?

This book focuses mainly on the forecasting of macroeconomic phenomena,
pertaining to the evolution of overall economic magnitudes. From a formal stand-
point, economic forecasting can be defined as a set of hypothetical statements
about future macroeconomic developments, such as the evolution of overall activity
or price levels. As a rule, economic forecasting involves:

e Aview of the economic future, consisting of quantitative estimates for the main
macroeconomic variables at different horizons.

¢ An underlying analytical ‘story’, which includes an exposition of the assump-
tions underpinning the forecast, and an investigation of the risks that could
materialise if some of them turned out to be wrong.

e A discussion of the implied options for the user of the forecast.

Economic forecasting is basically a structured way to peer into the future using
all available information, including recent outcomes, survey data on agents’ mood
and plans, prior knowledge of economic relationships, and so forth. Obviously,
forecasting requires economic and econometric expertise, and in particular a spe-
cialised knowledge of several techniques. But it also draws on history as well as

xvii



xviii Introduction

on political and social science, while the forecaster’s own judgement plays a
crucial role.

The book’s aims

This book covers all aspects of economic forecasting. It is aimed both at the
non-specialists wishing to understand this field better and at forecasters looking
for a comprehensive and up-to-date compendium on the subject. It thus fills the
void between specialised textbooks with a heavy statistical content and more
general economic textbooks. The perspective here is that of practitioners presen-
ting their profession’s contribution to analysis and decision-making, in particular
economic policymaking.

The book describes and discusses most current forecasting techniques. It tries to be
comprehensive, but with an emphasis on those techniques that are most commonly
used in practice. The mathematical material is kept to a minimum and can be under-
stood by any reader with a general, undergraduate level, background in economics.
The forecasting tools are not presented in isolation. They are motivated by empirical
observations and theoretical considerations, and as much intuition as possible is pro-
vided. In addition, they are accompanied by important advice on practical imple-
mentation.

The book further explains the role of economic forecasts. Granted, any economic
forecast is inherently shrouded in uncertainty. But when properly prepared and
used, it helps improve the quality of decision-making. Indeed, the value of any
particular forecast has less to do with specific numbers than with its ability to
structure public debate in a simple yet rigorous fashion. Forecasters therefore have
a pedagogical and advisory role.

Outline

The book reviews both the methods and the uses of economic forecasting. It is
structured as follows. The first chapter deals with the principles of economic fore-
casting and answers three basic questions: what to forecast, why forecast and how
to forecast? It also serves as an introduction to the main topics covered in the book.
Chapter 2 goes over the economic data, and in particular the national accounts,
which constitute the general framework for economic forecasting.

The book then turns to the forecaster’s usual tools. Chapter 3 focuses on macro-
economic monitoring and business cycle analysis for the purpose of very near-
term forecasting. Chapter 4 presents the time series methods used in forecasting.
Chapters 5 and 6 are devoted to the so-called structural approaches, and respectively
discuss the modelling of economic behaviour and macroeconomic models. The
next four chapters introduce the techniques used in medium- and long-run pro-
jections (Chapter 7), financial forecasting (Chapter 8), budget forecasting (Chapter 9)
and sectoral forecasting (Chapter 10).

The following chapters offer perspectives on the contribution of economic fore-
casts to decision-making. Chapter 11 discusses forecasting accuracy. Chapter 12
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explains how forecasts are used in practice by economic policymakers and other
agents. Chapter 13 examines the communication of economic forecasts, and
includes some discussion of forecasting ethics. Lastly, Chapter 14 tours the insti-
tutions producing forecasts.

Each chapter is relatively self-contained, allowing readers to go explore them in
the order that best suits their needs.
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