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Charting the Future 

It is notorious that the opening gambit of many forecasting presenters is to point out that ‘this is 
a particularly difficult time to be forecasting’.  In fact it is probably truer to say that the period 
after a turning point is easier because turbulence is more widely expected. 

The ranges of outcome defined by the Bank in succeeding copies of the Inflation Report on the 
other hand do not seem entirely to illustrate this or perhaps they represent continued policy 
optimism.  The table below estimates the central range of outcomes along the charted line which 
represents the policy outlook of two years.  It is based on visual inspection of the charts in the 
publications. 

Central1 range 
2 years ahead 

Feb 2005 Feb 2006 Feb 2007 Feb 2008 Feb 2009 

Output 2.5-3.5 2.2-3.2 2.0-3.2 1.8-3.0 2.0-4.0 
Inflation 1.7-2.3 1.7-2.2 1.7-2.2 1.8-2.3 0-1.2 
 

Total2 range 2 
years ahead 

Feb 2005 Feb 2006 Feb 2007 Feb 2008 Feb 2009 

Output 1.3-4.6 1.0-4.5 1.0-4.5 0.2-4.5 -1.0-4.5 
Inflation 1.0-2.9 0.9-2.9 0.9-3.2 0.9-3.5 -1.5-2.1 
 

Thus the current view of the picture two years ahead is the only one which has substantially 
shifted and then only for inflation and the total output range.  Thus the Bank’s current view is 
that the central range for output in February 2011 has now moved slightly towards the upper 
part of the part of the potential, even though there is a greater risk of continued recession. 

On inflation, there has been an extraordinary volte-face.  The central view is utterly different 
than any over the last five years.  The Bank expects to miss the target on the downside and with 
a high probability that a letter will need to be written.  The total range has equally moved 
dramatically. 

It is interesting that this major shift has not been given more attention.  It also raises the 
question of what these numbers represent in a wider context.  Five years ago, we examined the 
ranges in the fan charts of the day across a wider data frame.  At the time, it was strongly argued 

                                                 
1 Defined as the dark coloured range in the charts, approximating to 50%  of the outcomes 
2 Defined as the whole coloured area, approximated to 90% of the outcomes 
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that ten years of data were enough and this longer period added nothing.  Today, this seems like 
hubris. Indeed, Andrew Haldane, a Bank Executive Director, in a recent paper3 has also 
concluded that longer time periods are essential.  The Tables below are taken from that earlier 
analysis.  

The table compares the estimated range from the fan charts from the 2005 report and those 
estimated from longer periods of UK data. 
 
Table 1: Range for real annual GDP growth rate (per cent) in the UK in 2005:  90 per cent range 

    
    
     

Low High 
Probability 

of growth < 0  

Monetary Policy Committee 
judgement 

1.5 3.5  0 

Linear interpolation of probability 
density function of data 1949-2004 

-1.4 5.1 0.1 

Kernel density estimation of pdf 
1949-2004 

-1.3 5.4 0.11 

 
The statistically based estimates of the 90 per cent range of the data are much higher than the 
judgmentally based ones of the MPC.  In retrospect, no recession took place in 2005.  But 
anticipating turning points, and recessions in particular, is well known to be the weakest aspect 
of macroeconomic forecasting4.  In recession years, forecasts made early in the year have often 
projected positive growth.  Indeed this was certainly the case for 2008.  The longer term data 
suggests that the range now set by the fan charts is closer to the potential variability, but is still 
too narrow. 

In terms of inflation, the current rate has now moved outside the previous probability band and 
indeed is at the top of the current one.  In 2005, the MPC saw the then current rate of 1.5 per 
cent as persisting during 2005, within a 90 per cent probability band of 1 to 2 per cent.  In the 
event the outturn was slightly higher than this, at 2.1 per cent. 

Table 2 sets out the various estimates for the 90 per cent probability band for 2005 using the 
data on the change in inflation.  With the inflation data we cannot reject the hypothesis of the 
data being normally distributed, with a Kolmogorov–Smirnoff normality test returning a p-value 
of 0.5. 

                                                 
3 A G Haldane, Why Banks Failed the Stress Test, Marcus Evans Conference on Stress Testing, February 2009 
4 see, for example, H.Stekler and R.Fildes,  (1999), 'The state of macroeconomic forecasting', George Washington 
University, Center for Economic Research Discussion Paper 99-04; V.Zarnowitz and P.Braun, (1992), 'Twenty-two 
years of the NBER-ASA Quarterly Outlook Surveys: aspects and comparisons of forecasting performance', NBER 
Working Paper 3965 
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Table 2: Range for inflation  (per cent ) in the UK in 2005 :  90 per cent range 
 

  Low High 
Probability 

of inflation < 0  

Monetary Policy Committee 
judgement 

1.0 3.0  0 

Linear interpolation of probability 
density function of data 

-0.8 3.5 0.14 

Kernel density estimation of data -1.0 3.8 0.13 

Hypothesised distribution of data 
(normal distribution) 

-0.7 3.8 0.12 

(note that since Inflation is highly autocorrelated all calculations are carried out on the difference of inflation, i.e this 
is actually 2005 predictions calculated using 2004 value of inflation) 

The Bank’s latest view on inflation is now seen to be outside the bounds of previous experience.  
Their total range suggests deflation of 1.5 per cent might be possible.  This would be outside the 
ranges based on post war history.  Moreover, the upper bound is also set well within the data 
ranges.   

The table below shows the probability ranges based on 10 years of data from 1995 to 2005 – 
these bear a strong relationship with the published ranges up until this year. 
 
Table 3 Ranges (per cent) in 2005 :  90 per cent range based on 10 years of data 

 
 Low High Probability of growth < 0 

UK data 1.7 4.3 ≈0 

 Low High Probability of inflation < 0 

UK data 0.6 1.9 ≈0 

 

It is now clear that we have moved into a world which is going to be unlike the past decade and 
the Bank will need to take a longer historical period as their frame of reference.  It would be 
good to know what the relevant frame of reference is in which future fan charts can be judged. 
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What is a third quartile recession? 

One way to judge the current situation is to place a view on the likely outturn in relation to 
previous recessions.  We5 have analysed this in relation to all recessions in the developed world 
over the period 1870 to 1994.  A 'Third Quartile' recession is one in which only 25 per cent of all 
recessions are worse.  Such a recession will last two years, and have a fall in output of 5 per cent 
from peak to trough with it taking three years to regain the previous peak. 

In the recession of the early 1990s, the total cumulative fall in output below the 1990 peak was 
2.5 per cent, and the level of 1990 was not regained until 1993. In the early 1980s, the 1979 level 
wasn't regained until 1983, another 4 year shortfall. But the total drop in output was even worse, 
at 7.2 per cent. 

So if we have a 'third quartile recession': output will not get back to the 2008 peak until 2012. 
And the total cumulative fall below the 2008 level will be around 7 per cent. The table below 
compares the third quartile recession with UK post-war experience. If this is what we are 
heading for, the 1979-1981example is the closest. 

Table 4 - Recessions 

 Recessions  1970s 1980s 1990s 3rd 
Quartile  

Peak to trough duration  73 - 75 79 - 81  90 - 91  2 Years  
Recover to peak duration  73 - 76  79 - 83 90 - 93  3 Years  
Peak to trough fall %  1.9 3.5 1.4 4.9 
Recovery to peak loss %  3.2 7.2 2.5 6.9 
 

Interest rates, savers and borrowers 

If this is indeed a serious recession, then what can policy do?  How far can the tools of monetary 
policy (or indeed other tools) offset this?  There is no doubt that there has been a significant 
policy response to the credit crisis, while the effects of high commodity prices and the impact of 
indebtedness have been also proximate causes of the downturn.  These required policy 
tightening, while the banking crisis has overwhelmed these impacts and generated enormous 
loosening. 

Since all recessions are different, it is extremely hard to compare different responses.  However, 
the record lows in interest rates before any money supply increases have been put in place may 
have perverse consequences.  First, although indebtedness has certainly increased, it did so 
alongside financial assets. The table below shows household sector net wealth and I am indebted 
to Martin Ellis at HBOS (Lloyds Banking Group) for this updated material. 

                                                 
5 P Ormerod, ‘ Extreme Events and the Resilience of the Capitalist Economies’, Volterra Consulting, London and 
Institute of Advanced Study, University of Durham September 2008 
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Table 5 Household Sector Wealth (£ bn)    
                
  1997 1998 2000 2003 2005 2006 2007
Value of Residential Properties 1,301 1,505 1,968 2,869 3,336 3,696 4,077
Less Mortgage Loans 431 457 536 775 967 1,079 1,187
Net Housing Equity 870 1,048 1,431 2,094 2,369 2,618 2,890
                
Total Household Financial Assets 2,502 2,692 3,117 2,975 3,620 3,918 4,056
Less Consumer Credit Loans 
Outstanding 91 106 135 180 211 213 221
Net Financial Wealth 2,412 2,586 2,983 2,795 3,409 3,706 3,834
          
Net Household Wealth 3,282 3,635 4,414 4,889 5,778 6,323 6,724

Source: ONS, Bank of England, Halifax estimates       
 

Up to 2007 at least, net wealth was increasing, while consumer credit growth slowed in recent 
years.  It is of course unclear as yet what 2008 figures will show.  But this can mean that low 
interest rates are as much a disincentive to economic activity as they are an incentive.  Borrowing 
is certainly cheaper but low returns on financial assets may also deter spending. 

Alternatively, low base rates may increasingly not be reflected in saving and lending rates.  
Institutions trying to attract funds may well have to continue to offer rates further above base 
rates than in the recent past and lending rates will of course have to reflect in turn the cost of 
funds.  At one level this is realistic – mortgage rates were historically much higher than base than 
they were, for example, when a fixed rate deal could be struck at below base rate in 2006.  But 
we simply do not know how consumers will respond to these unprecedented conditions.   

In these circumstances, it may be judged premature to reduce rates effectively to zero as was 
done this week. 
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