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Targeting Inflation Expectations?

Monetary Policy and Expectations

(Anchoring) Inflation Expectations.
Inflation Targeting (IT)

the impact of a change in monetary policy on expectations

Research Questions What | do

How Do Expectations Evolve?
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Six Month Ahead doesn’t hold.

Theoretical Framework Empirical Framework
» Agents do not know the underlying process of inflation. o , _ A . '
> Agents behave as econometricians. Bir = jﬁ, + Bir—1 + R(mt th—l) + 7t + DigTie + €it
» Optimal updatiflg based on the Kalman Filter implies, 0

B = Be—1 + k(me — Br—1)
» With the distribution for expectations given by (3,|Z; ~ N (Bt, &%)

> After the introduction of IT the mean or the variance of
the priors can change.

Two Possibilities

1. Process remains unchanged

» Implementation: Based on the day the mandate comes into effect.
» Announcement: Based on first discussion of interest based/Taylor

2. BIT < B[T—l + k(T — BIT—l)

. . based rules in the MPCs.
» Agents adjust expectations to

lower inflation than previously
experienced.

Do Inflation Expectations respond?
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do not respond

Inflation leads inflation expectations.

Table 1: Parameters

Post-IT
Parameters | Pre-I'T 2 years | 5 years | Full Sample
K 0.0553 0.057 0.110 0.639
« - 0.10 0.109 0.113

B = Bi1 + ki(m — a7’ — (1 — a)By—1)

Central banks can build credibility ex-post by reducing inflation
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