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@ Evaluate whether forecasting performance has changed over time

o Existing tests only focus on average performance

@ Main findings:
e Forecasting inflation is harder than forecasting output
e Models’ forecasting ability for inflation worsened around the time of the
Great Moderation, whereas that of output worsened in mid-1970s
@ Focus on models predicting US inflation

e Stock and Watson's database
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Model description

® yirh = By + Br(L)xe + By(L)yr + €rvn
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Model description

® yirh = By + Br(L)xe + By(L)yr + €rvn

o yrip = 1200In(CPly,p/CPl)/h—1200In(CPl¢/ CPl;_1) is the h
period ahead inflation at time t, where h=12 months

e Xx: is a possible explanatory variable

o y: = 12001In(CPl;/ CPI;_1) is the period t change in inflation

o pr(L)xt = Zf:1 BrjXt—j+1, Bo(L)ye = qu:l Bojye—j+1
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Model description

® yirh = By + Br(L)xe + By(L)yr + €rvn

o yrip = 1200In(CPly,p/CPl)/h—1200In(CPl¢/ CPl;_1) is the h
period ahead inflation at time t, where h=12 months

Xt is a possible explanatory variable

yt = 1200In(CPI;/ CPI;_1) is the period t change in inflation

B (L)xt = Zf:1 Brjxe—j+1. Bo(L)yr = 27:1 Bojye—j+1

p and g are chosen by the BIC

a
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Model description

® yirh = By + Br(L)xe + By(L)yr + €rvn

o yrip = 1200In(CPly,p/CPl)/h—1200In(CPl¢/ CPl;_1) is the h
period ahead inflation at time t, where h=12 months

Xt is a possible explanatory variable

yt = 1200In(CPI;/ CPI;_1) is the period t change in inflation
Br(L)xe = Zf:l Bijxe—j+1, Bo(L)y: = quz;l Bojyt—j+1

p and q are chosen by the BIC

OLS estimation
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Data description

@ Xt
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Data description

@ Xt

o Short-term interest rates, either the Fed Funds Rate (rovnght level) or
the one-year US Treasury rate (rbnds level) — see Mishkin (1990) and
Kozichi (1997);
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Data description

@ Xt

o Short-term interest rates, either the Fed Funds Rate (rovnght level) or
the one-year US Treasury rate (rbnds level) — see Mishkin (1990) and
Kozichi (1997);

o Interest rate spread (rspread level) — see Mishkin (1990);

e Unemployment gap (unemp gap) and Capacity utilization (capu level)
— see Stock and Watson's Phillips curve work;

e Earnings (earn A In);

o Money growth, either M2 (m2 A In) or M3 (m3 A In).
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Forecast comparisons over time: Fluctuation test

@ The OOS Fluctuation test
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Forecast comparisons over time: Fluctuation test

@ The OOS Fluctuation test
o Let &4 and ], be the pseudo out-of-sample forecast errors of the
models estimated over a rolling window of m observations (m = 120)
o Object of interest = rescaled difference between the mean square
forecast errors (rMSFE) of the "economic" model and that of the
univariate AR calculated over these rolling windows
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Forecast comparisons over time: Fluctuation test

@ The OOS Fluctuation test

o Let &4 and ], be the pseudo out-of-sample forecast errors of the
models estimated over a rolling window of m observations (m = 120)

o Object of interest = rescaled difference between the mean square
forecast errors (rMSFE) of the "economic" model and that of the
univariate AR calculated over these roIIing windows

5-1 t+m/2 t+m/2 2
o rMSFE; = L (Zj i z/z (€t+h) Zj t— z/z (’7t+h) )
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Forecast comparisons over time: Fluctuation test

@ The OOS Fluctuation test

o Let &4 and ], be the pseudo out-of-sample forecast errors of the
models estimated over a rolling window of m observations (m = 120)

o Object of interest = rescaled difference between the mean square
forecast errors (rMSFE) of the "economic" model and that of the
univariate AR calculated over these roIIing windows

A,1 1 Jj=t+m/2 Jj=t+m/2 2
o rMSFE: = (Z_] t—m/2 (et""h) Z_j t—m/2 (UH»h) ) '
e U is an estimate of the standard deviation of the relative MSFE
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Forecast comparisons over time: Fluctuation test

@ The OOS Fluctuation test

o Let &4 and ], be the pseudo out-of-sample forecast errors of the
models estimated over a rolling window of m observations (m = 120)

o Object of interest = rescaled difference between the mean square
forecast errors (rMSFE) of the "economic" model and that of the

univariate AR calculated over these rolling windows

_~11 Jj=t+m/2 2 J=t+m/2 (4 2
o rMSFE: =0 "5 (Zj:tfm/2 Errn)” =Lzt ms2 yy ) '

e U is an estimate of the standard deviation of the relative MSFE
o Giacomini and Rossi (2008) show that

t+m/2-1
FO9S =m'/2 Y IMSFE, = [B(t+u/2) = B(t—u/2)] /i
j=t—m/2

where t = [TP], m = [uP], B (-) is a std univariate BM
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Forecast comparisons over time: Fluctuation test

@ The OOS Fluctuation test

o Let &4 and ], be the pseudo out-of-sample forecast errors of the
models estimated over a rolling window of m observations (m = 120)

o Object of interest = rescaled difference between the mean square
forecast errors (rMSFE) of the "economic" model and that of the
univariate AR calculated over these rolling windows

~—-11 j=t+m/2 /A 2 j=t+m/2 (A 2
o rMSFE; =0 E( j-:tﬂ/z (Een)” — j-:tﬂ/z (Mesn) )
e U is an estimate of the standard deviation of the relative MSFE
o Giacomini and Rossi (2008) show that
t+m/2—1
FO9S =m'/2 Y IMSFE, = [B(t+u/2) = B(t—u/2)] /i
j=t—m/2
where t = [TP], m = [uP], B (-) is a std univariate BM
e They find critical values s.t.

Pr{sup
T

Ft(,)n?S‘ > ka} =
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Forecast comparisons over time: One-time reversal test

@ The One-time reversal test
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Forecast comparisons over time: One-time reversal test

@ The One-time reversal test

o Estimate the time of the reversal in the forecasting ability
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Forecast comparisons over time: One-time reversal test

@ The One-time reversal test

o Estimate the time of the reversal in the forecasting ability
o Estimate the path of the relative forecasting ability over time

Rossi-Sekhposyan (2008) Weak ldentification Tests



Forecast comparisons over time: example

4
3L i
2k e Fluctuation test Statistic 4

== - '; eeecceee Flyctuation test Critical Value
| « = = Pathof relative forecasting performance
1k based on One-time Reversal test i
ok i
s -
2 - 4
L L L

L L L L L L L L
1986 1988 1990 1992 1994 1996 1998 2000 2002 2004 2006
Time

Rossi-Sekhposyan (2008) Weak ldentification Tests



Empirical results: One-time reversal test |

Table 4. Forecasting Inflation: Tests of Average Equal Predictive Ability
Vanable rMSFE  p-value Varable rMSFE p-value

rovnght level 0.10 092 1p Aln 274 0.01
rthill level 0.15 088 1p gap 1.39 0.16
rbnds level -0.13 090 emp Aln  -095 0.34
rbndm level -0.75 045 emp gap 1.17 0.24
rbhndl level -0.89 037 unemp level 1.06 0.29
rovnght A 0.19 085 unemp Aln -060 0.55
rthill A 017 087 unemp gap 0.66 0.51
rbnds A 0.13 090 pm Aln  0.56 0.58
rbndm A 0.563 059 pm A*ln 0.75 0.45
rbndl A 0.69 049 earn Aln  -147 0.14
rrovnght level 0.10 092 earn A?ln 2.72 0.01
rrtbill level 0.15 088 ol Aln 063 0.53
rrbnds level -0.13 090 ol A’ln 187 0.06

rrbndm  level -0.75 045 rol In 0.39 0.69

Lo e o O () () rd _ / o W T il
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Empirical results: One-time reversal test |l

Table 4. Forecasting Inflation: Tests of Average Equal Predictive Ability
Vanable rMSFE  p-value Variable rMSFE  p-value

rrthill A -0.71 048 mo0 A?In 213 0.03
rrhnds A -0.94 035 ml Aln 007 0.94
rrthndm A -1.20 023 ml A?In 309 0.00
rrbndl A -1.35 018 m2 Aln 217 0.03
rapread  level 040 069 m2 A?ln 279 0.01
exrate Aln 065 0.52 m3 Aln -1.94 0.05
stockp Aln 203 004 m3 A?ln 403 0.00
rstockp Aln 203 0.04 rm0 Aln -026 0.79
capu level -0.53 060 rml Aln 007 0.94

rm2 Aln 217 0.03

rm3 Aln -1.94 0.05
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tuation test
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Empirical results: Fluctuation test

Interest rate spread
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Empirical results: Fluctuation test

Capacity Utihization
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Empirical results: Fluctuation test

Unemployment
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Empirical results: Fluctuation test
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Empirical results: Fluctuation test
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Empirical results: Existing tests (Full sample I)

Table 4. Forecasting Inflation: Tests of Average Equal Predictive Ability
Varnable rMSFE  p-value Varable rMSFE p-value

rovnght level 0.10 092 p Aln 274 0.01
rtbill level 0.15 088 1p zap 1.39 0.16
rbnds level -0.13 090 emp Aln -095 0.34
rbndm level -0.75 045 emp zap 1.17 0.24
rbndl level -0.89 037 unemp level 1.06 0.29
rovnght A 0.19 085 unemp Aln -060 0.55
rthill A 017 087 unemp gap 0.66 0.51
rbnds A 0.13 090 pp Aln 056 0.58
rbndm A 053 059 pp A?In 0.7 0.45
rbndl A 0.69 049 earn Aln  -1.47 0.14
rrovaght level 0.10 092 earn A?ln 272 0.01
rrtball level 0.15 088 ol Aln 063 0.53
rrbnds level -0.13 090 ol A?ln 187 0.06
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Empirical results: Existing tests (Full sample II)

Table 4. Forecasting Inflation: Tests of Average Equal Predictive Ability
Vanable rMSFE  p-value Variable rMSFE  p-value

rribill A -0.71 048 mo0 A?ln 213 0.03
rrbnds A -0.94 035 ml Aln 007 0.94
rrbndm A -1.20 0.23 mil A'ln 3.09 0.00
rrbndl A -1.35 0.18 m2 Aln 217 0.03
rgpread  level 0.40 0.69 m2 A?ln 279 0.01
exrate Aln 065 052 m3 Aln -1.94 0.05
stockp Aln 203 0.04 m3 A'ln 403 0.00
rstockp Aln 2.03 0.04 rm0 Aln -026 0.79
capu level -0.53 060 rml Aln 007 0.94

rm2 Aln 217 0.03

rm3 Aln -1.94 0.05
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Conclusions

@ Conclusions

Rossi-Sekhposyan (2008) Weak ldentification Tests



Conclusions

@ Conclusions

e The predictive ability of a variety of models that aim at predicting
future inflation vary through time

Rossi-Sekhposyan (2008) Weak ldentification Tests



Conclusions

@ Conclusions

e The predictive ability of a variety of models that aim at predicting
future inflation vary through time

e Many predictors performed well in the beginning of the out-of-sample
period that we considered, but worsened relative to the AR during later
periods
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Conclusions

@ Conclusions

e The predictive ability of a variety of models that aim at predicting
future inflation vary through time

e Many predictors performed well in the beginning of the out-of-sample
period that we considered, but worsened relative to the AR during later
periods

e There is more evidence in favor of predictive ability for output than for
inflation
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Conclusions

@ Conclusions

e The predictive ability of a variety of models that aim at predicting
future inflation vary through time

e Many predictors performed well in the beginning of the out-of-sample
period that we considered, but worsened relative to the AR during later
periods

e There is more evidence in favor of predictive ability for output than for
inflation

e The time of the reversal in the predictive ability is around 1983-1984
for inflation (and mid-1970 for output).
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