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This text summarizes the OFCE’s economic forecast for the
French economy for 2015-2017

After a hesitant upturn in the first half of 2015 (with growth
rates of 0.7% and 0% respectively in the first and second
quarter), the French economy grew slowly in the second half
year, with GDP rising by an average of 1.1% for the year as a
whole. With a GDP growth rate of 0.3% in the third quarter of
2015 and 0.4% in the fourth quarter, which was equal to the
pace of potential growth, the unemployment rate stabilized at
10% at year end. Household consumption (+1.7% in 2015) was
boosted by the recovery in purchasing power due in particular
to lower oil prices, which will prop up growth in 2015, but
the situation of investment by households (-3.6%) and the
public  administration  (-2.6%)  will  continue  to  hold  back
activity. In a context of sluggish growth and moderate fiscal
consolidation, the government deficit will continue to fall
slowly, to 3.7% of GDP in 2015.

With GDP growth in 2016 of 1.8%, the year will be marked by a
recovery, in particular by rising corporate investment rates.
Indeed, all the factors for a renewal of investment are coming
together:  first,  a  spectacular  turnaround  in  margin  rates
since mid-2014 due to a fall in the cost of energy supplies
and  the  impact  of  the  CICE  tax  credit  and  France’s
Responsibility  Pact;  next,  the  historically  low  cost  of
capital, which has been helped by the ECB’s unconventional
monetary policy; and finally, an improvement in the economic
outlook.  These  factors  will  lead  to  an  acceleration  of
business investment in 2016, which will increase by 4% on
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average over the year. Household consumption should remain
strong in 2016 (+1.6%), driven by job creation in the market
sector and by a slight fall in the savings rate. Fuelled by
the  rise  in  housing  starts  and  building  permits,  housing
investment will pick up (+3%), after shrinking for four years
in a row. Foreign trade will be boosted by the impact of the
euro’s  depreciation  and  the  government’s  competitiveness
policies, and will make a positive contribution to growth
(+0.2 GDP point in 2016, the same as in 2015). Once the impact
of  the  downturn  in  oil  prices  has  fed  through,  inflation
should be positive in 2016, but still low (1% on an annual
average, after two years of virtual stagnation), a rate that
is close to underlying inflation. The pace of quarterly GDP
growth  in  2016  will  be  between  0.5%  and  0.6%:  this  will
trigger a gradual closing of the output gap and a slow fall in
the unemployment rate, which will end the year at 9.8%. The
public deficit will be cut by 0.5 GDP point, due to savings in
public spending, notably through the contraction of public
investment (-2.6%), low growth in government spending (+0.9%),
and the impact of the rise in tax revenues as the economy
recovers.

Assuming  that  the  macroeconomic  environment  remains
favourable, the output gap is expected to continue to close in
2017. With GDP growth of 2%, the government deficit will fall
further to 2.7% of GDP, passing below the 3% bar for the first
time  in  10  years.  Under  the  impact  of  the  government’s
employment policies and the absorption of the overstaffing by
companies, the unemployment rate will continue to fall, to
9.4% of the active population by the end of 2017.

 



Monetary  policy:  Open-Market
Operations  or  Open-Mouth
Operations?
By Paul Hubert

Can the communications of a central banker influence agents’
expectations in the same way as they change interest rates? To
believe Ben Bernanke, the answer is yes.

In a speech on 18 October 2011, Ben Bernanke, governor of the
US central bank, highlighted his interest in finding new tools
to  help  businesses  and  consumers  anticipate  the  future
direction of monetary policy. Thus we learn that the bank’s
Federal Open Market Committee (FOMC) is exploring ways to make
its macroeconomic forecasts more transparent. Indeed, if the
publication  of  the  forecasts  influences  the  formation  of
private expectations about the future, then this could be
treated as another tool of monetary policy.

It is worth pointing out that the impact of communicating the
central bank’s forecasts depends on the bank’s credibility.
Any impact that the publication of the forecasts has on the
economy  is  neither  binding  nor  mechanical,  but  rather  is
channelled  through  the  confidence  that  businesses  and
consumers place in the statements of the central bank. So if a
statement is credible, then the action announced may not be
needed any more or its amplitude may be reduced. The mechanism
is straightforward: publishing the forecast changes private
expectations,  which  in  turn  modifies  decision-making  and
therefore the economic variables. Ben Bernanke’s determination
to implement what he calls “forward policy guidance” and the
emphasis he is giving to the importance of the central bank’s
forecasts suggest that the Fed is seeking to use its forecasts
as another instrument to implement its monetary policy more
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effectively.

Based  on  the  inflation  expectations  of  private  agents
collected  through  quarterly  surveys  called  the  Survey  of
Professional Forecasters (available here), it appears that the
FOMC inflation forecasts, published twice yearly since 1979,
have a persistent positive effect on private expectations (see
the working document). Expectations rise by 0.7 percentage
point when the Fed increases its forecast by one percentage
point. Two interpretations of this effect could be offered: by
raising its forecast, the Fed influences expectations and in a
certain sense creates 0.7 percentage point of inflation. The
effectiveness  of  such  an  announcement  would  therefore  be
questionable. In contrast, it is conceivable that an increase
of 1 percentage point of inflation will occur and that by
announcing it, the Fed sends a signal to private agents. They
then expect a response from the Fed to counter the increase,
and so reduce their expectation of the increase. The Fed’s
communication would therefore have succeeded in preventing a
0.3 percentage point increase in future inflation, meaning
that the announcement has been effective.

This  last  mechanism,  called  “Open-Mouth  Operations”  in  an
article published in 2000 dealing with the central bank of New
Zealand, would therefore act as a complement to the bank’s
open market operations that are intended to modify the central
bank’s key rates so as to influence the economy.

In order to shed light on the reasons why private expectations
have increased, it would help to characterize the mechanisms
underlying the influence of the FOMC forecasts. If the FOMC
forecasts are a good leading indicator of the Fed’s future key
rates, they provide information about future decisions. It
appears from this study that an increase in the FOMC forecasts
signals that there will be an increase in the Fed’s key rates
18 to 24 months later.

Furthermore, the FOMC forecasts do not have the same impact as
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the bank’s key rates on macroeconomic variables, nor do they
respond in the same way to macroeconomic shocks: the responses
of key rates to macroeconomic shocks are substantial and rapid
in  comparison  with  the  responses  of  the  forecasts.  This
suggests that the FOMC forecasts are an a priori instrument
intended to implement monetary policy over the long term,
whereas the key rates are an a posteriori instrument that
responds to shocks to the economy, and thus to the short-term
cycle.

 

 

Can  the  central  banks
influence the expectations of
private agents?
By Paul Hubert

Can the forecasts of a central bank influence the expectations
of private agents, and if so what are the reasons for this? A
few hours after the press conferences of Ben Bernanke and
Mario Draghi, here are some explanations.

The awarding of the 2011 Nobel Prize in Economics to Thomas
Sargent and Chris Sims for “their empirical research on causal
effects  in  macroeconomics”  highlights  the  role  of  the
expectations of private agents in economic policy decisions.
Because the expectations of businesses and households about
inflation and growth affect their decisions on investment,
consumption, savings, and wage demands, these are at the heart
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of  the  interaction  between  economic  policies  and  their
effects.

Since the 1980s, the main instrument of monetary policy has
been the interest rate set by the central bank. Changes in
this  affect  the  economy  and  allow  the  central  bank  to
arbitrate  between  economic  growth  and  inflation  through
several channels, and in particular interest rates, credit,
asset  prices,  exchange  rates  and,  finally,  expectations.
Indeed,  in  the  course  of  their  daily  decision-making,
businesses  and  households  base  themselves  on  numerous
expectations  about  consumption,  investment,  future  capacity
and future wages and prices, etc. These expectations then play
a central role in the determination of economic variables.
Changes in the central bank rate thus send signals about the
future state of the economy and future monetary policy, and
alter the expectations formed by private agents.

However, the expectations channel is ambiguous, and changes in
the base rates can be understood in different ways: private
agents may respond to lower rates by consuming and investing
more, which may indicate that growth will be stronger in the
future, bolstering their confidence and their willingness to
consume and invest. In contrast, the same agents may feel that
current growth is lower than expected, prompting the central
bank to intervene, which reduces their confidence, and hence
their willingness to consume and invest…. Since the 1990s, the
central banks have been complementing interest rates with the
effect of announcements to clarify their future intentions.
Communication seems to have become a tool of monetary policy,
and two types can be distinguished. Qualitative communication
includes  interviews  and  speeches,  while  quantitative
communication  consists  of  the  publication  of  the  central
bank’s forecasts of inflation and growth.

In  a  recent  working  paper,  we  analyze  the  effect  of  the
forecasts of inflation and growth published quarterly by the
central  banks  of  Canada,  Sweden,  the  UK,  Japan  and
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Switzerland. With the help of surveys conducted by Consensus
Forecasts of professional forecasters from financial and non-
financial sectors, we show that the inflation forecasts of the
central banks of Sweden, the UK and Japan are a significant
factor in the inflation forecasts of private agents. In other
words, the publication of the central bank inflation forecasts
leads to a revision of the forecasts of private agents. It
also appears that the opposite is not true: the central bank
forecasts do not respond to the forecasts of private agents.

Two factors could explain the central bank’s influence: first,
the inflation forecasts of the central bank could be higher
quality,  making  it  rational  for  private  agents  to  be
influenced by them so as to improve their own forecasts of
macroeconomic variables. Second, the inflation expectations of
the central bank can influence private agents because they
transmit signals, either about future decisions on monetary
policy, or about the private information available to the
central bank. This type of influence is independent of the
forecasting performance of the central bank.

To determine the sources of this influence, we evaluated the
relative  forecasting  performance  of  the  central  banks  and
private agents and tested whether the central bank’s influence
on  private  expectations  depends  on  the  quality  of  its
forecasts. Estimates showed that, in our sample of central
banks, only the central bank of Sweden produced significant,
regular and robust inflation forecasts that were better than
those of private agents. We also found that the degree of
influence depends on the quality of the inflation forecasts.
In other words, the inflation forecast over a short horizon (1
or  2  quarters),  which  a  historical  analysis  of  forecast
performance tells us are of low quality, do not influence
private agents, whereas those of higher quality do influence
them.  Furthermore,  the  longer-term  inflation  forecasts  of
Sweden’s  central  bank  managed  to  influence  private
expectations even when their quality was low, and the better



the quality, the stronger the influence.

While  the  central  banks  in  the  United  Kingdom,  Japan  and
Sweden  all  succeed  in  influencing  private  expectations  by
publishing their macroeconomic forecasts, it appears that the
reasons  for  this  influence  differ.  The  first  two  use  the
transmission of signals, while the Swedish central bank uses
both possible sources for influencing private expectations:
its greater forecasting capability and the sending of signals.
The consequence of these results is that the publication by
the  central  bank  of  its  macroeconomic  forecasts  could
facilitate and render more effective the establishment of the
desired monetary policy by shaping private expectations. This
transmission channel, which is faster because it relies only
on the provision of forecasts, could thus allow the central
bank to affect the economy without changing its key interest
rate, in practice making it an additional policy instrument.


