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Model runs per forecast round
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Outline
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Context

« MPC collectively, rather than staff, own the
forecast

e But each member individually responsible

e S0 the modd is crucial
— Matching the data
— Story telling
— Repository of judgement



The forecast process : timetable
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Key Features of BEQOM

A partitioned model
“Core’ and “Non-Core’ components

Core is atheory-consistent dynamic general
equilibrium model

Non-core 1s an ad-hoc ECM model around the
core model

— Additional layer for proxies and judgement
— Does NOT ‘feed back’ into core model



Key Features of BEQM

e Core mode isforward-looking

— Assumptions about expectations important
— Need to have well-defined steady state

 Model issolved “recursively” each period
— Allow for possibility that information sets evolve

— Need “exogenous variables’ model and “ steady
state” model

— Allows for “surprises’, constant interest rate
assumption
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Building the forecast.
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Building the forecast.
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Key Feature of BEQOM
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Key Feature of BEQOM
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Forecasting I nfrastructure

* Investing inthe IT kit and processes that
produce aforecast has been just as important
as BEQM itsdlf

e TROLL and FARE
— Transforming variables
— Inverting parameters
— Modifying parameters
— Type 1 and type 2 fixes
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Managing expectations



lmposing a path for an exogenous
variable

« Userecursive simulation technique:
— Impose path for one period
— private agents expect rule to resume next period
— but path can be iImposed again; so exogenous path
for rate built up
o Generates “surprises’ relativeto rule

* Most obvious application is a constant interest
rate path...
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lmposing a nominal rate path

Recursive simulation: impose nominal path
for one period; agents assume simple rule
will resume thereafter

nominal
interest rate
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lmposing a nominal rate path

nominal
interest rate

Can then impose nominal path for
another period....
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lmposing a nominal rate path

nominal
interest rate

.... and another...
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lmposing a path for an exogenous
variable

Use recursive simulation technique:
— Impose path for one period
— private agents expect rule to resume next period

— but path can be iImposed again; so exogenous path for rate
built up

Generates “surprises’ relativeto rule

Most obvious application is a constant interest rate
path...

...but manipulating expectations of parameter
behaviour just as important

— Putting the *S’ in DSGE
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Nominal exchange rate news
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Nominal exchange rate news

B 110
- 108
- 106
- 104
- 102
- 100
- 98

- 94
- 92
90

___—_————————
—
—__—
—
—
—-—
-
-
f’
o

=— Old forecast — New forecast



Impact on CPI inflation

Percentage Point Difference from Baseline
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— Benchmark treatment
— Anticipated shock

= Phase out news
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Story-telling



Decomposing an inflation forecast

Per centage deviation from tar get
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Decomposing an inflation forecast

Per centage deviation from tar get
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Decomposing an inflation forecast

Per centage deviation from tar get
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Decomposing an inflation forecast

Per centage deviation from tar get
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Decomposing an inflation forecast

Per centage deviation from tar get
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Decomposing an inflation forecast

Per centage deviation from tar get
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Core/ non-core Interaction



The“roll-on” problem
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nistory projection
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The“roll-on” problem
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Interest-rate paths
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Interest-rate paths
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Interest-rate paths
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Interest-rate paths
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Decomposing an inflation forecast

Percentage deviation from target
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Where next?

o Size of the model vs repository of judgement
— “Baby-BEQMS”

e Tension between core and non-core

* Product and process innovation
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Key practical lessons

* No such thing as a perfect model

—Real, awkward, trade-offs between
tractability and coherence
e Balancing the pressures for product
Innovation with the need for process
Innovation
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