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This paper
®» | ong-term inflation expectations are key under inflation targeting frameworks
®» Fxpectations from markets, households, professionals frequently inconsistent
® Discrepancy between market and households’ expectations:
® | arge 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
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Decomposing the discrepancy

¢r = Ef (1) — B} (711 1)

Pr = IE?(;TLT) - ]Ef(ﬂ-'t,Tl +F~§”(%T) - ]E?(?Tt,T)J +Ff(”t,T) - IE;”(?Tt,Tl

T T W
disagreement across disagreement within risk compensation
Figure 1: The discrepancy (market-people) over time Figure 4: The decomposition of the US discrepancy
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Extracting the fundamental inflation expectation

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

of = 7y + 7t + 6 (e} + 71§ — 7}

et 8 ~ N(0,07) and ¢; ~ Exp(A;)
®» [arkets’ expectations: choose bond holding to maximize expected discount

sticky information

profits subject to market clearing for bonds, heterogeneous beliefs on wealth and
B f ﬂ'eg(tl* . ?Te)f(UmEd _ ?Te)d?fe
o J"g(vx _ ﬂ-e)f(vmed _ ﬂ_-e)dﬂre
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Discrepancy in a simple macro model

®» |nflation depends on fundamental expectations and shocks: 97t — r¢at + 'az,

pi
® The policy rate is filtered through financial markets and beliefs and discrepancy

enters the Euler equation: g =In(¢) +a'a+if? — 71f — o¢

® Discrepancy enters the policy rule: aif® = —p(i8 — i)t + (% _n*) + ydgy

® Discrepancy from previous model: ¢ = x (7 — ) + xwir

®» Qutput and financial noise shocks

(0 —xg) (gt — &%) n Xw|Kw(y — &) + pd]y

» =71+ _ -
: n—p—poxn+rg(1—xn(r—10)) 171—p—pxn+ro(l—xz(y—20))

®» A |arger CB response to discrepancy implies:

®» Smaller effects of output shocks

® | arger effects of financial noise shocks /
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Market versus households’ expectations

®» Households:
= Sizable range of forecasts
®» Depend on education, business cycle, age, consumption basket
= Scars?
®» |\arkets:
® Traders versus economists
= Driven by various factors (foreign investors, flight to safety, business cycle)

®» Sjzable volatility

= S5YSF?
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Michigan Survey

Median expectations 5-to-10 years ahead
Michigan Survey by age groups
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Table 4: Michigan Survey — Partial effects over the business cycle, households with at least a college

degree
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Flol|mTu T,uT) -0.02 0.73 0.06 0.03

One-sided tests of the partial effects of inflation and unemployment

. Notation is such J
fraction of answers that indicate that interest rates will increase (¢ 1) in the next 12 months e pool of answers that
indicate that inflation will decrease (7 |) and unemployment will decrease (u _) over the same period. For each line, the
column “mean diff” reports the difference in means used to construct the associated one-sided test. Unemployment gap is
given by the difference between the unemployment rate and the non-accelerating-inflation rate of unemployment eatimated
by the Congressional Budget Office. Sample includes data from August 19587 to December 2007
standard errors computed by a block bootstrap with a 6-month window and 200 replications

Table 20: Michigan Survey — Partial effects over the business cycle, households with no college
degree

7.w _) denotes the

. P-values are based on

Partial Effects of Inflation
Unemp. gap < 0

Null Hy pothesm

Unemp. gap = 0

mean diff p-value

mean diff p-value
FTmlul Tim T,ul) 0.10 0.00 0.15 0.00
FTimlu Tiw T,uT) 0.10 0.01 0.16 0.00
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Partial Effects of Unemployment
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Null Hypothesis mean diff p-value mean diff p-value
FETimlLul)=F(@E1 ul) -0.12 1.00 0.04 0.16
Fillr N=F(@E7 ul) -0.12 1.00 0.03 0.22
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One-sided tests of the partial effects of inflation and unemployment. Notation is such Wu ) denotes the

fraction of anawers that indicate that interest rates will increase (¢ 1) in the next 12 months in the pool of answers that

indicate that inflation will decrease (7 |) and unemployment will decrease (u

column “mean diff”

_) over the same period. For each line, the
reports the difference in means used to construct the associated one-sided test. Sample includes data

from August 1957 to December 2007. P-values are based on standard errors computed by a block bootstrap with a 6-month
window and 200 replications.

Carvalho and Nechio (2014)
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Tra d e rS’ econom |StS an d h ouse h O I ds Inflation expectations and discrepancies

5-t0-10 years ahead
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Modelling expectations

Pr = EEEJ(HLT) — ]Ef(?Tf,Tl +£]_5§H(7Tt,T) - ]E?(?Tt,Tl +£]_5?(7T1,T) - IE;”(JTt,Tl

i T T
disagreement across disagreement within risk compensation
(c) The decomposition of the discrepancy over time Figure 8: Estimates of expected long-run US inflation since 2000
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Adding discrepancy to a macro model
®» Modelling expectations:
® Household’s expectations does not depend on business cycle, communication, age
® Traders’ expectations built from households’
® |s there any feedback from one group to the other?
® |s 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?

» QF? ELB? AIT? e
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To conclude

®» Great paper!
= \/ery important discussion with policy implications
® Extensive list of robustness checks
® [Few suggestions:
® Data refinements

®» Add discussion on the macro model assumptions and implications
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