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Have Long-Term Inflation Expectations Declined?

BY FERNANDA NECHIO

Based on surveys of professional forecasters, expectations for price inflation 5 to 10 years
ahead have edged down over the past few years. This decline seems to be primarily driven by
revised expectations from forecasters who overestimated inflation in the aftermath of the Great
Recession. Currently, the median survey-based expectation for long-term inflation is close to
its pre-recession level and appears well anchored at the Fed’s 2% longer-run inflation
objective.

Inflation has fallen very low recently to well below the 2% objective set by the Federal Open Market
Committee (FOMC). Accompanying this decline in actual inflation, forecasts of long-term inflation have
also fallen. This coincidence has raised concerns that low current inflation may be pulling down
forecasters’ views of distant inflation, which could suggest that long-term U.S. inflation expectations are no
longer well anchored.

In this Economic Letter, | use survey-based inflation forecasts to evaluate the extent to which inflation
expectations have been affected by the recent low levels of current inflation. | show that the latest long-
term inflation forecasts in the Survey of Professional Forecasters (SPF) have decreased somewhat relative
to their peak levels after the financial crisis and have essentially returned to their 2007 levels, near the
FOMC'’s 2% objective.

Moreover, the range of estimates among professional forecasters, which also jumped after the crisis, has
declined considerably. This is primarily because those forecasters who had predicted the highest future
inflation have lowered their long-term projections.

Examining the forecast variation across the respondents of the SPF sample can shed some light on these
changes. In particular, some forecasters increased their estimates after the crisis because of concerns that
inflation would rise as a result of the Federal Reserve’s large-scale asset purchases. Many of these
forecasters appear to have reversed this assessment and returned their forecasts to pre-crisis levels.
Accordingly, the distribution of forecasts has also narrowed.

Monetary policy and inflation expectations

In its “Statement on Longer-Run Goals and Monetary Policy Strategy,” the FOMC noted its view that,
“inflation at the rate of 2%, as measured by the annual change in the price index for personal consumption
expenditures (PCE), is most consistent over the longer run with the Federal Reserve’s statutory mandate”
(FOMC 2015).

In general, to reach their inflation goals, central bankers often emphasize the benefits of having “well-
anchored” inflation expectations (see, for example, Bernanke 2007, Draghi 2014, and Williams 2014). As
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the argument goes, when expectations are aligned with the monetary authority’s objective, households and
businesses set wages and prices accordingly, making it easier for the central bank to hit its inflation target.
Under these conditions, short-run deviations of inflation from the central bank’s longer-run objective are
widely considered to be transitory and so should have little impact on agents’ price-setting behavior.
Central banks therefore continuously monitor measures of long-term inflation expectations to help ensure
that they are well anchored.

Recent price inflation—measured using the PCE price index and other price series—have been well below
the Fed'’s longer-run objective. While some temporary factors—such as falling energy prices—may help
explain these declines, policymakers are set to remain vigilant in case current conditions begin to adversely
affect longer-term expectations (Federal Reserve Board 2014).

Among other metrics, policymakers often rely on survey data to gauge inflation expectations. Surveys
provide a direct measure of inflation expectations over different forecast horizons. If inflation expectations
are well anchored, long-term inflation forecasts should be near the monetary authority’s inflation objective
and respondents’ forecast disagreements should be limited. These conditions would signal that survey
respondents are interpreting short-term deviations from the inflation objective as transitory.

Alternative measures of inflation expectations are based on financial instruments with payoffs tied to
inflation that can extract the market’s assessment of the inflation outlook. Bauer and Christensen (2014),
for example, discuss the risks to the inflation outlook using such measures, while Bauer and Rudebusch
(2015), Lucca and Schaumburg (2011), and Feldman et al. (2015) highlight some of the difficulties of
interpretation with these methods.

Long-term inflation expectations and the SPF

The SPF is a popular source of inflation expectations for the U.S. economy. Each quarter, the Federal
Reserve Bank of Philadelphia collects expectations for about 32 economic variables from approximately 45
professional forecasters in the United States. The survey covers expectations about such variables as
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Figure 1 reports the median and range
of forecasts for PCE inflation 5 to 10
years ahead. Median forecasts rose
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from 2.1% in the first quarter of 2007 to 2.5% by mid-2009, then fell back to 2.1% at the end of 2014,
completely offsetting the increase in the aftermath of the crisis. The gray shading shows that the range of
forecasts, removing the lowest and highest 10% of respondents, also increased between 2009 and 2011, but
has recently completely reversed from those peak levels. The top of the range fluctuated more than the
bottom, showing that the increase and subsequent decline in forecast dispersion were mostly driven by the
top percentiles of the distribution. Overall the figure shows that, right after the crisis, some forecasters
increased their estimates for long-term inflation, which raised the median forecast and widened its
dispersion. Since 2012, inflation forecasts have come down noticeably, pushing down the median and
narrowing the dispersion.

Leduc et al. (2009) noted that the range of short-term inflation forecasts also widened in the wake of the
crisis. This increased dispersion, however, primarily reflected much lower short-term inflation estimates.
Cross-sectional short-term forecast dispersion has also returned to 2007 levels recently. Bundick and
Hakkio (2015) also use the SPF to discuss changes in dispersion in short and long-term inflation forecasts.

SPF respondents and compositional effects

The SPF surveys a diverse group of business forecasters with varying levels of expertise, stages of
experience, and forecast methodologies. To investigate whether specific types of forecasters are driving the
movement in median forecasts, | break the sample into two subgroups based on their forecast accuracy.

Performance can be measured based on different economic variables and forecast horizons. For simplicity,
I calculate forecast errors to compare how well forecasters’ one-year-ahead inflation projections from 2007
to 2014 align with the actual inflation rate a year later. To summarize these forecast errors, | use a
common statistic: the square root of the mean of the squared errors (RMSE) of each respondent. | then
divide the sample into “accurate” forecasters, with RMSE values less than or equal to the average, and
“inaccurate” forecasters, with RMSE values above the average.

For the accurate group, Figure 2 shows median PCE forecasts over the next 5 to 10 years, along with the
forecast distribution removing the top and bottom 10%; Figure 3 reports the same for the inaccurate
group. A comparison between Figures 2 and 3 shows that accurate forecasters generally reported lower
forecasts for long-term PCE inflation than the inaccurate group. Accurate respondents reported long-term
forecasts closer to 2% throughout the sample period. On the other hand, the inaccurate group’s forecasts
for long-term median inflation were always above 2%.

The inaccurate group’s median forecasts increased nearly half a percentage point after the crisis and
remained elevated until mid-2013. Since then, they have lowered somewhat, back to their 2007 levels.
Median forecasts from the accurate subgroup also increased between 2008 and 2011, but not as much. The
most recent data show both groups with estimates near 2.1%.

A comparison of the range of forecasts for the two groups shows that dispersion was also much larger
among inaccurate forecasters, with some respondents reporting estimates for long-term inflation near
4.5%. However, dispersions for both groups have completely reversed from the peaks during the financial
crisis. Note that for both groups, the increase in the range of responses was driven by forecasters at the top
of the distribution, who reported inflation forecasts way above the 2% threshold.
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Figures 2 and 3 suggest that the
increase and later decline in the overall
median long-term inflation forecasts
were mainly driven by forecasters with
worse forecasting records, who seem to
have increased their estimates more
than those with better records. More
recently, the less accurate group
adjusted their forecasts to levels of
long-term inflation that are more in
line with the Fed’s objective.

The uniqueness of the financial crisis
may help explain the surge in long-
term estimates and forecast dispersion.
In the aftermath of the crisis, sizable
revisions to policymakers’ forecasts as
well as revisions to data releases reveal
substantial uncertainty about the
duration and the depth of the recession
(Alessi et al. 2014).

In addition, during the crisis the
Federal Reserve and other central
banks lowered short-term interest rates
close to zero and pursued
unconventional policies, such as large-
scale asset purchases, to boost the
economy. The novelty of some of these
policies may have contributed to
uncertainty about their effects and
therefore affected some forecasters’
estimates. In fact, a special question
added to the SPF in mid-2012 asked
whether participants viewed their long-
term forecasts for PCE inflation as
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Long-run PCE inflation forecasts: Accurate group
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Figure 3
Long-run PCE inflation forecasts: Inaccurate group
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significantly different from the 2% inflation objective. Forecasters who deviated from 2% by 0.1 or 0.2
percentage point said they did not view their deviation as economically meaningful. Those with larger
deviations projected 5- to 10-year-ahead median PCE inflation around 2.6% and revealed concerns about
the size of the Fed’s balance sheet, food and energy costs, and elevated public debt and fiscal deficits.

Conclusion

Median long-term inflation expectations from the Survey of Professional Forecasters have come down a bit
since the Great Recession and are now close to their levels from the first quarter of 2007, near the Fed's 2%
objective. This decline appears to be primarily driven by revised expectations from specific forecasters who
had overestimated long-term inflation in the aftermath of the crisis.
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The range of projections across forecasters in the survey has also declined sharply, primarily driven by
lower inflation estimates among those who were in the upper end of the cross-sectional distribution during
the crisis.

The decline in both median forecasts and cross-sectional forecast dispersion back to 2007 levels and closer
to the Fed’s objective suggests that inflation uncertainty has receded and that expectations, at least among
professional forecasters, remain well anchored.

Fernanda Nechio is an economist in the Economic Research Department of the Federal Reserve Bank of
San Francisco.
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