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On Forecasting Future Monetary Policy:
Has Forward-Looking Language Mattered?
Today the Federal Open Market Committee (FOMC)
is a good deal more transparent about its policy actions
and deliberations than it was only 15 years ago.As
then-Governor Bernanke said in his 2004 speech,
“Central Bank Talk and Monetary Policy”:

This increase in transparency is highly
welcome, for many reasons. Perhaps most
important, as public servants whose decisions
affect the lives of every citizen, central
bankers have a responsibility to provide the
public as much explanation of those decisions
as possible, so long as doing so does not com-
promise the decisionmaking process itself.

In that speech, he went on to say,

...to the extent that central bank talk provides
useful guidance to markets about the likely
future path of short-term interest rates, poli-
cymakers will exert greater influence over
the longer-term interest rates that most mat-
ter for spending decisions.At the same time,
expanding the information available to finan-
cial-market participants improves the effi-
ciency and accuracy of asset pricing. Both
of these factors enhance the effectiveness
and precision of monetary policy.

“Central bank talk” takes many forms, including
Congressional testimony, speeches, articles, and inter-
views.What seem particularly important for fore-
casters of future monetary policy, that is, of the
future federal funds rate, are the FOMC statements,
which are released at the conclusion of each meeting
and which enunciate the monetary policy decision,
and the subsequent releases of the minutes of the
FOMC meeting.

This Economic Letter reviews the changes in the content
of the FOMC statements over the past several years and
examines how the accuracy of market forecasts of
monetary policy has evolved.The analysis comple-
ments prior research showing that, as the FOMC took
steps to foster greater transparency, the accuracy of
the fed funds futures market in predicting future fed
funds rates has improved. In recent years, the level
of precision improved further as forward-looking
language was included in the FOMC statements.

Federal funds futures market
The overnight federal funds rate is a key instrument
used by the Federal Reserve to conduct monetary
policy. In the federal funds market, depository in-
stitutions lend their excess reserves at the Fed to each
other.The FOMC sets the federal funds rate target
and directs the NewYork Fed to engage in open
market operations to adjust the supply of reserves so
as to achieve the target.With this direct link between
the federal funds rate and monetary policy, the federal
funds futures market provides a window to the mar-
ket’s expectation about future monetary policy.The
30-day fed funds futures contracts, which are traded
at the Chicago Board ofTrade, allow investors to lock
in today the federal funds rate in the future. Each
$5 million contract is cash settled against the average
daily effective overnight fed funds rate for the delivery
month, as reported by the NewYork Fed.While the
contracts can go up to the first 24 consecutive cal-
endar months out, those most actively traded are
between the current-month contract and the ones
about six months out, beyond which they become
quite illiquid. Recently, the Chicago Board of Trade
introduced binary options on the target fed funds
rate which directly let investors take positions on
all possible outcomes of future regularly scheduled
FOMC meetings; however, because this market is
fairly new and currently has far less trading activity
than the fed funds futures market, it provides insuf-
ficient data at this time to test its predictive power.

Traders in the market buy or sell fed funds futures
based on their assessment of what the fed funds rate
will be in a particular month in the future.Thus, the
market-clearing prices of the futures represent the
market consensus of the expected future fed funds rate
plus a risk premium.This Letter focuses on the
forecasting performance of the one-month and
six-month fed funds futures. It uses the observed
implied rate and so abstracts from the risk pre-
mium, which should be quite small for such short
horizons. On each trading day during the study
period, the one-month (six-month) forecast errors
are computed by comparing the implied one-
month (six-month)-ahead fed funds rate from the
futures contracts to the realized monthly average
target rate one month (six months) hence.The fu-
tures are settled using the effective fed funds rates,
and since these rates are very close to the target
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funds rates in practice, they provide essentially the
same results.

Policy statements and predictability of policy:
One month ahead
In February 1994, the Federal Reserve began issuing
press releases announcing changes in the fed funds
rate target following the FOMC meetings, and, over
time, their contents have evolved. For example, since
1999, they have included descriptions of the state of
the economy and the rationale for the policy action;
since 2000, they have included the “balance of risks”
to the outlook section; and since 2002 they have
included the votes of individual FOMC members
and preferred policy choices of any dissenters.

Swanson (2006) examined the period from the late
1980s to around 2003 and showed that the steps
towards greater transparency were accompanied by
improvements in private sector forecasts. Using daily
data, I computed the absolute forecast errors for
one-month-ahead fed funds futures contracts from
1989 to the present,which are plotted in Figure 1, and
the results are consistent with those of Swanson.The
errors clearly exhibit a downward trend (abstracting
from the three spikes in January,April, and September
of 2001 when the FOMC reduced the funds rate
target at three unscheduled meetings).The mean
one-month absolute forecast error was 15 basis points
from 1989 through 1993, and it declined to 7 basis
points from 1994 to mid-2003, a 53% improvement
in forecast precision.

In mid-2003, an important development in FOMC
communications occurred.The statement following
the June 24–25 meeting, when the FOMC decided
to lower the funds rate target to 1%, included explicit
language about future monetary policy. Expressing
concern that “the probability, though minor, of an
unwelcome substantial fall in inflation exceeds that
of a pickup in inflation from its already low level,”
the statement noted that this concern was “likely to
predominate for the foreseeable future.” These words
signaled that because of the concern about the
possibility of deflation, the funds rate would likely
stay at this historical low for a while.The next FOMC
statement, released on August 12, 2003, reaffirmed
the point:“…policy accommodation can be main-
tained for a considerable period” [italics here and below
added by author].The “considerable period” language
was kept in the FOMC statements until December
2003, when it changed to “patient in removing its
policy accommodation.” Following the May 2004
meeting, despite no change in policy, the statement
dropped the “patient” language and replaced it
with “ … policy accommodation can be removed
at a pace that is likely to be measured.”This was widely
interpreted as signaling a tightening of 25 basis points
at the next meeting, which was in June, and, as ex-

pected, the FOMC did raise the funds rate target
by 25 basis points to 1.25%; and it continued to raise
the target by 25 basis points at each of the next 16
meetings to 5.25%. During this tightening phase, the
“measured pace” language was used in the FOMC
statements from June 2004 to November 2005, a total
of 12 consecutive times.As the FOMC approached
the end of this tightening campaign, the language
in the FOMC statements started to change, from
“some further measured policy firming is likely to
be needed” (December 2005) to “some further policy
firming may yet be needed” (May 2006).After the last
tightening, in June 2006, the statement said that “any
additional firming that may be needed …will depend
on … incoming information.” Note that after the
March 2007 meeting, despite no change in policy, the
small change in the FOMC statement from “any
additional firming” to “further policy adjustments”
was enough to be interpreted as perhaps signaling a
shift to a more neutral posture and resulted in strong,
immediate market reactions, although, as the state-
ment clearly noted,“the Committee’s predominant
policy concern remains the risk that inflation will
fail to moderate as expected.”The amount of attention
market participants pay to FOMC communications
to infer future policy actions is noteworthy.

The inclusion of forward-looking language in FOMC
communications apparently helped market partici-
pants form their expectations about future monetary
policy more precisely, at least in the near term
(Yellen 2006).As Figure 1 shows, the one-month mean
absolute forecast error declined to only 2 basis points
from June 2003 to the present, even though the target
funds rate stayed at a historical low for more than one
year and then was raised by exactly 25 basis points

Figure 1
Absolute error of one-month-ahead fed funds futures
in forecasting future fed funds rate



17 consecutive times.This is a 71% improvement in
forecast precision over the 1994 to mid-2003 period.
Overall, the evidence suggests that, on average, the
one-month federal funds futures contract was quite
accurate in predicting the one-month-ahead target
federal funds rate, and the already fairly high level of
precision improved further when the FOMC used
forward-looking language in its statements. (Note that
the FOMC had briefly experimented with using
forward-looking language by announcing the policy
“tilt” from May 1999 to December 1999.)

Evidence on predictability: Six months ahead
As Figure 2 shows, the daily six-month absolute fore-
cast errors are much bigger than the one-month
forecast errors, which is not surprising, since the preci-
sion of the forecast is expected to decline with the
length of the forecast horizon. However, as with the
one-month forecast errors, the six-month forecast
errors also exhibit a downward trend (again abstract-
ing from the spikes in 2001 that were associated with
policy changes at unscheduled FOMC meetings).
Before 1994, the six-month mean absolute forecast
error was 80 basis points. From 1994 to mid-2003,
it declined to 48 basis points, a 40% improvement in
forecast precision over the pre-1994 period.

Since mid-2003, when the FOMC first included
forward-looking language, the six-month mean ab-
solute forecast error has declined further to 21 basis
points, a 56% improvement in forecast precision over

the prior period.This evidence suggests that the
FOMC communication policy since mid-2003 not
only improves the private sector’s forecast of monetary
policy at the next FOMC meeting but also its fore-
cast of policy about four meetings ahead. However,
attributing the improvement in forecast precision
entirely to FOMC communication may require some
robustness checks that are beyond the scope of this
Letter. For example, if the economy is more stable and
easier to forecast, then so is future monetary policy.
Thus,more research into these issues is needed to sort
out what contributes to the advances in the pre-
dictability of future monetary policy.

Conclusions
This Letter examined the accuracy of the federal funds
futures contracts in predicting future federal funds rates.
Consistent with prior research findings, the fed funds
futures forecast errors are found to decline over time
in general as the FOMC took steps towards greater
transparency, suggesting that the predictability of
future monetary policy has improved over time. In
particular, since mid-2003, the FOMC statements
have included forward-looking language, and the pre-
cision of the fed funds futures in forecasting future
fed funds rates has improved further.This evidence
suggests that the greater transparency did matter in
improving the precision of the private sector’s forecast
of future monetary policy.However, a more thorough
understanding of this relationship requires analyzing
a significantly longer time span that includes shifts in
the stance of policy.

Simon Kwan
Vice President
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in forecasting future fed funds rate



PRESORTED
STANDARD MAIL
U.S. POSTAGE

PAID
PERMIT NO. 752
San Francisco, Calif.

Printed on recycled paper
with soybean inks

ECONOMIC RESEARCH

FEDERAL RESERVE BANK

OF SAN FRANCISCO

P.O. Box 7702
San Francisco, CA 94120
Address Service Requested

Index to Recent Issues of FRBSF Economic Letter

DATE NUMBER TITLE AUTHOR

11/24 06-32 Is a Recession Imminent? Fernald/Trehan
12/1 06-33-34 Economic Inequality in the United States Yellen
12/8 06-35 The Mystery of Falling State Corporate IncomeTaxes Wilson
12/15 06-36 The Geographic Scope of Small Business Lending: Evidence... Laderman
12/22 06-37 Will Moderating Growth Reduce Inflation? Lansing
12/29 06-38 Mortgage Innovation and Consumer Choice Krainer
1/5 07-01 Concentrations in Commercial Real Estate Lending Lopez
1/19 07-02 Disentangling theWealth Effect: Some International Evidence Sierminska/Takhtamanova
1/26 07-03 Monetary Policy Inertia and Recent Fed Actions Rudebusch
2/9 07-04 2006 Annual Pacific Basin Conference: Summary Glick
3/2 07-05 Financial Innovations and the Real Economy: Conference... Doms/Fernald/Lopez
3/9 07-06 Update on China:A Monetary Policymaker’s Report Yellen
3/16 07-07 Prospects for China’s Corporate Bond Market Hale
3/30 07-08 The U.S. Productivity Acceleration and the Current Account Deficit Valderrama
4/6 07-09 Will Fast Productivity Growth Persist? Fernald/Thipphavong/Trehan
4/13 07-10 Do Monetary Aggregates Help Forecast Inflation? Hale/Jordà
5/4 07-11 U.S. Supervisory Standards for Operational Risk Management Lopez
5/25 07-12 Monetary Policy,Transparency, and Credibility: Conference Summary Dennis/Williams
6/1 07-13 AnxiousWorkers Valletta
6/8 07-14 House Prices and Subprime Mortgage Delinquencies Doms/Furlong/Krainer

Opinions expressed in the Economic Letter do not necessarily reflect the views of the management of the Federal Reserve Bank
of San Francisco or of the Board of Governors of the Federal Reserve System.This publication is edited by Judith Goff, with
the assistance of Anita Todd. Permission to reprint portions of articles or whole articles must be obtained in writing. Permission
to photocopy is unrestricted. Please send editorial comments and requests for subscriptions, back copies, address changes, and
reprint permission to: Public Information Department, Federal Reserve Bank of San Francisco, P.O. Box 7702, San Francisco, CA
94120, phone (415) 974-2163, fax (415) 974-3341, e-mail sf.pubs@sf.frb.org. The Economic Letter and other publications
and information are available on our website, http://www.frbsf.org.


