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 Long-term inflation expectations are key under inflation targeting frameworks

 Expectations from markets, households, professionals frequently inconsistent

 Discrepancy between market and households’ expectations:

 Large business cycle fluctuations

 Driven by disagreement across households and traders, and within traders

 Expectations are modeled and mapped into a simple macro model 

 Fundamental expectations have declined since 2014

 Discrepancy affects the Euler equation and the policy rule

 Policy implications

This paper



Decomposing the discrepancy



 Households’ expectations: incomplete information, over-confidence, learning and 

sticky information

 Markets’ expectations: choose bond holding to maximize expected discount 

profits subject to market clearing for bonds, heterogeneous beliefs on wealth and 

bond supply

Extracting the fundamental inflation expectation



 Inflation depends on fundamental expectations and shocks:

 The policy rate is filtered through financial markets and beliefs and discrepancy 

enters the Euler equation:

 Discrepancy enters the policy rule:

 Discrepancy from previous model:

 Output and financial noise shocks



 A larger CB response to discrepancy implies: 

 Smaller effects of output shocks

 Larger effects of financial noise shocks

Discrepancy in a simple macro model



 Households:

 Sizable range of forecasts

 Depend on education, business cycle, age, consumption basket

 Scars?

 Markets:

 Traders versus economists

 Driven by various factors (foreign investors, flight to safety, business cycle)

 Sizable volatility

 5Y5F?

Market versus households’ expectations



Michigan Survey
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Median expectations 5-to-10 years ahead
Michigan Survey by education

College degree High school
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Median expectations 5-to-10 years ahead
Michigan Survey by age groups
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Carvalho and Nechio (2014)



Traders, economists and households
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Inflation expectations and discrepancies
5-to-10 years ahead

Discrepancy Economists Discrepancy Households Trader
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Inflation expectations 5-to-10 years ahead

Traders Economists Households
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Discrepancy Households versus Economists



Modelling expectations



 Modelling expectations:

 Household’s expectations does not depend on business cycle, communication, age

 Traders’ expectations built from households’ 

 Is there any feedback from one group to the other?

 Is discrepancy enough? No role for within and across in the macro model? 

 Monetary policy response:

 Should a central bank respond to such a volatile measure? Under what conditions? 

Contemporaneously? Persistent deviations?

 How to respond? Policy rate? How about communication? 

 How is discrepancy (within, across) affected by communication?

 QE? ELB? AIT?

Adding discrepancy to a macro model



 Great paper!

 Very important discussion with policy implications

 Extensive list of robustness checks

 Few suggestions:

 Data refinements

 Add discussion on the macro model assumptions and implications

To conclude


