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Summary

@ The paper compares the evolution of long-run inflation expectations
in the euro area and the US.
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@ The paper compares the evolution of long-run inflation expectations
in the euro area and the US.

@ Survey expectations from surveys of professional forecasters and
expectations implicit in asset prices are considered.

@ Mean survey expectations for both the US and the euro area inflation
are found to be relatively stable, but there is more disagreement
among the professional forecasters in the US.
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Summary

Effect of Macroeconomic News

@ The effect of news is examined by means of the following regression
model,

fn t — Tnt—1 = &p + ﬁnXt + En,ty

where f, y — f, t—1 is the change from period t — 1 to t of a one-year
forward rate (nominal or real) ending n years ahead, and X; is a
vector of news released on day t.
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fn t — Tnt—1 = &p + ﬁnXt + En,ty

where f, y — f, t—1 is the change from period t — 1 to t of a one-year
forward rate (nominal or real) ending n years ahead, and X; is a
vector of news released on day t.

e The model is estimated for norminal and real forward rates for different
horizons n.

o The news components are computed by subtracting the median survey
expectation from the actual released value and standardizing by the
standard deviation.
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Effect of Macroeconomic News

@ In the euro area, US news affects nominal rates but has no effect on
inflation expectations implicit in the forward rates that are only
affected by euro area news at short horizons.
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@ In the euro area, US news affects nominal rates but has no effect on
inflation expectations implicit in the forward rates that are only
affected by euro area news at short horizons.

@ In the US, the surprise components of several US data releases have a
significant effect on both the nominal rates and inflation expectations,
even at long horizons.

@ Two main conclusions are reached:

e The long-run inflation expectations are more firmly anchored in the

euro area than in the US.
e A quantitative inflation target might be helpful in anchoring the

inflation expectations in the US.
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Comments

Expectations

@ It is a good idea to present evidence based on “market expectations”
in addition to survey expections.
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Comments

Expectations

@ It is a good idea to present evidence based on “market expectations”
in addition to survey expections.

@ The two series of survey expectations may not be directly comparable,
because in the US survey, the forecast horizon is ten years, while in
the euro area survey, the forecasts pertain to inflation over five years.

o Because of the different forecast horizons, the greater dispersion among
the US professional forecasters does not seem surprising.

@ Survey expectations may be affected by forecasters’ incentives (see,
e.g., Ottaviani and Sgrensen (2006)).

o Incentives may differ because of differences in collecting and/or
reporting data.
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Comments

News

@ The computation of the surprise component of data releases is based
on the median of survey expectations from Money Market Services
(MMS) for the US and Bloomberg for the euro area data releases.
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Comments

News

@ The computation of the surprise component of data releases is based
on the median of survey expectations from Money Market Services
(MMS) for the US and Bloomberg for the euro area data releases.

@ It is not clear whether the survey expectations capture all information
available immediately before the announcement. There is prior
evidence that MMS expectations are unbiased and not stale, but this
need not be the case for the Bloomberg expectations.

e Differences in the survey expectations may help explain the different
results for the euro area and the US.

o Balduzzi et al. (1998) suggest checking this by regressing the actual
announcement 7, Aj, on a constant, the median survey expectation,
Fit. and the change of f; — f, +—1 between the survey and the
announcement,

Ajr = aoj +a1iFir + i A (fop — foe—1) + it

If the survey expectations are unbiased and not stale, ag; = ap; =0
and a7; = 1.

Markku Lanne (University of Helsinki) Inflation Expectations November 1, 2007 6/8



Comments

Regression Models

@ The analysis is based on daily data, which may make it difficult to
identify the effects of different data releases as there are often days
with multiple data releases.
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@ The analysis is based on daily data, which may make it difficult to
identify the effects of different data releases as there are often days
with multiple data releases.

@ The error term in the regression model is assumed to be i.i.d.

e There is evidence from other markets that macroeconomic news also
affects volatility. If these effects are present, but they are precluded
from the model, the model may be misspecified.

o Conditional heteroskedasticity could be allowed for by weighted least
squares estimation (see, e.g., Andersen et al. (2003)).

o Tests could be based on the robust covariance matrices (the sample
comprises 3.5 years of daily data, so it should not be too short).
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@ There is also prior evidence from e.g. the foreign exchange markets
that news effects are not absorbed very quickly (Evans and Lyons
(2005)).

@ If the news has a prolonged effect, a preferable approach might be the
estimation of a model with current as well as lagged release surprise
components as explanatory variables.

o In this case, the simple model with only the current news would be
misspecified.

e This would allow for conveniently testing for the importance of market
liquidity.

e The joint test of the coefficients of the current value and the lags
might be more powerful.
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