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Expectations in macro models

>

Standard approach: REE

Useful to get a sketch of the picture, possibly misspecified
Learning to 'get real’

Milani (2006): No ad hoc persistence

This paper: Expectation shocks as drivers of the post-WWI|I
U.S. business cycle
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Fabio's empirical exercise & findings

» Estimates a small-scale DNK model with learning,
1970s-2009:1, U.S. data

» Expectations (survey data, market based msrs) as
‘observables’ to estimate the model

» 'Structural’ shocks’s contribution quite limited
» FEVDs: Output exp. shocks explain 50% of the system!
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My reaction

» Empirical assessment of the role of 'animal spirits’ via an
operational monetary policy model - novelty!
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My reaction

» Empirical assessment of the role of 'animal spirits’ via an
operational monetary policy model - novelty!

» Employment of 'extra information’ (expectations) as in
Carboni and Ellison (2009) - Fabio: Focus on FEVDs

» Some comments on:

1. Reference model
2. Trend inflation shocks

3. Evolution of beliefs
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My reaction

» Empirical assessment of the role of 'animal spirits’ via an
operational monetary policy model - novelty!

» Employment of 'extra information’ (expectations) as in
Carboni and Ellison (2009) - Fabio: Focus on FEVDs

» Some comments on:

Reference model
Trend inflation shocks

Evolution of beliefs

sl N

Treatment of the output trend
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Reference REE model

» Estimation of the benchmark REE model: Informative!
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Reference REE model

» Estimation of the benchmark REE model: Informative!

» REE possibly calls for a different dataset (no expectations):
ML comparison not applicable. Simulated moments, RMFE
on common observables - inflation and output, mainly
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Reference REE model

» Estimation of the benchmark REE model: Informative!

» REE possibly calls for a different dataset (no expectations):
ML comparison not applicable. Simulated moments, RMFE
on common observables - inflation and output, mainly

> Exercise with learning without expectations as observables -
role of this extra bit of information, ML comparison with REE
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Trend inflation

—— Inflation
Mean Inflation,
Trend Inflation

1960 1965 1970 1975 1920 1985 1990 1905 2000 2005

Figure: from Cogley and Sbordone (2008)
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Inflation target shocks

» CPS (2009, AJEM): "[...] the enhanced stability of the Fed'’s
long-run inflation target stands as the single most important
factor behind the reductions in inflation volatility and
persistence. "
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» CPS (2009, AJEM): "[...] the enhanced stability of the Fed'’s
long-run inflation target stands as the single most important
factor behind the reductions in inflation volatility and
persistence. "

» Trend inflation: Extra state variable, naturally important for
the evolution of (at least, but not only) inflation expectations
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Inflation target shocks

» CPS (2009, AJEM): "[...] the enhanced stability of the Fed'’s
long-run inflation target stands as the single most important
factor behind the reductions in inflation volatility and
persistence. "

» Trend inflation: Extra state variable, naturally important for
the evolution of (at least, but not only) inflation expectations

> Interpretation? CPS: "We like stories that feature learning and
what it implies about changing central bank beliefs about the
structure of the economy [...]."
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Inflation target shocks

» CPS (2009, AJEM): "[...] the enhanced stability of the Fed'’s
long-run inflation target stands as the single most important
factor behind the reductions in inflation volatility and
persistence. "

» Trend inflation: Extra state variable, naturally important for
the evolution of (at least, but not only) inflation expectations
> Interpretation? CPS: "We like stories that feature learning and

what it implies about changing central bank beliefs about the
structure of the economy [...]."

> Fabio's paper: Neither learning by central bank, nor trend
inflation - room for a richer model
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SPF's inflation expectations
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» Upward drifts in the 1970s, downward paths during the
Volcker disinflation, then relative stability ... beliefs?
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Beliefs: Evolution?
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» Not quite clear ...
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Beliefs: Evolution? (cont'd)

» Initial conditions off REE, quite persistent convergence
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Beliefs: Evolution? (cont'd)

» Initial conditions off REE, quite persistent convergence

» Constant gain learning: Suited? Alternatives?
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Beliefs: Evolution? (cont'd)

» Initial conditions off REE, quite persistent convergence
» Constant gain learning: Suited? Alternatives?

» Estim. conditional on the Great Moderation subsample,
different initial conditions: More stable beliefs?

University of Padua
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Beliefs: Evolution? (cont'd)

>

Initial conditions off REE, quite persistent convergence

v

Constant gain learning: Suited? Alternatives?

v

Estim. conditional on the Great Moderation subsample,
different initial conditions: More stable beliefs?

>

Efrem Castelnuovo University of Padua
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Output: Treatment of the trend

» Trend-cycle decomposition: Possibly driving the result
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Output: Treatment of the trend

» Trend-cycle decomposition: Possibly driving the result
» Fabio's benchmark choice: Linear trend
» Perron-Wada (2009): Non-stochastic with a break in 1973:I
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Trend-cycle decomposition: Possibly driving the result
Fabio's benchmark choice: Linear trend
Perron-Wada (2009): Non-stochastic with a break in 1973l

Other filters Fabio's planning to use: Quadratic, CBO - each
one has got its own distortions (Canova (1998))
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Trend-cycle decomposition: Possibly driving the result
Fabio's benchmark choice: Linear trend
Perron-Wada (2009): Non-stochastic with a break in 1973l

Other filters Fabio's planning to use: Quadratic, CBO - each
one has got its own distortions (Canova (1998))
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Output: Treatment of the trend

Trend-cycle decomposition: Possibly driving the result
Fabio's benchmark choice: Linear trend
Perron-Wada (2009): Non-stochastic with a break in 1973l

Other filters Fabio's planning to use: Quadratic, CBO - each
one has got its own distortions (Canova (1998))
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Model consistent way: Learning over the trend

» Empirical way: 'Data-rich’ approach a la Canova and Ferroni
(2009)
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Miscellaneous

» Economic slump at the very end of the sample (financial
turmoil): Outlier driving some results?
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» Economic slump at the very end of the sample (financial
turmoil): Outlier driving some results?

» Survey data: Call for measurement errors. Interesting for i)
model comparison (with REE) and ii) check of the relevance
of exp. shocks
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Miscellaneous

» Economic slump at the very end of the sample (financial
turmoil): Outlier driving some results?

» Survey data: Call for measurement errors. Interesting for i)
model comparison (with REE) and ii) check of the relevance
of exp. shocks

» Dynamically correlated shocks: Why not other interactions?
» Updating of the beliefs: Non-linear. Estimation strategy?

» Data transformation: Ratio of expected values, mixture of
shocks
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Wrapping up

Wrapping up

» Nice paper - 'animal spirits’ back!
» I'd like to see i) comparison with standard REE model and ii)

robustness checks (trend inflation, different samples,
measurement errors, different treatment of the trend)

» Look forward to reading the revised version!

Efrem Castelnuovo University of Padua

Discussion Fabio Milani’s



	Fabio's paper
	Fabio's paper

	Comments
	Comments

	Wrapping up
	Wrapping up


