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		Abstract

		It is well known that the canonical New Keynesian model cannot produce inflation inertia observed in real data. The purpose of this research is to investigate expectation formation process as a potential source of inflation inertia. We examine a purely forward-looking New Keynesian Phillips curve with heterogeneous expectations, where the coordination of agents' beliefs matters. Private agents with heterogeneous beliefs are assumed to choose from a list of potentially misspecified econometric models and base their selections on relative forecast performance. When the distribution of heterogeneity is allowed to vary, there exist multiple equilibria: rational expectations equilibrium without any inertia and misspecification equilibrium with inertia. This inertia does not come from any structural components, such as a backward-looking behavior of price-setters, but from the expectation formation process of the private agents. In this sense, the inflation inertia in our model can be viewed as a self-fulfilling prophecy of the private agents. We then combine model selection with the adaptive learning, through which the agents update the parameters of their models. Our simulations show that convergences toward both equilibria are possible and the quality of initial knowledge has long-standing effect on the economy. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
		
		
			
				
			
		
		Keywords: New Keynesian Model, Inertia, Heterogeneous Expectation, Dynamic Predictor Selection, Coordination, Self-Fulfilling Prophecy

	
	

	
    

    
	

	
	
		JEL Classification: E52, E58, D83

	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	



    




	
		Suggested Citation:
		Suggested Citation
	

	
		
			Kaihatsu,  Sohei, Self-Fulfilling Inflation Inertia under Model Uncertainty (May 6, 2009).  Available at SSRN: https://ssrn.com/abstract=1400502 or http://dx.doi.org/10.2139/ssrn.1400502 
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Sohei Kaihatsu (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				Brown University  ( email )

			

			
			
				
				
				
					64 Waterman Street
Providence, RI  02912
United States

				

				
			

			
				
				
					HOME PAGE: http://kaihatsu.net/
				

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				Bank of Japan  ( email )

			

			
			
				
				
				
					CPO Box 203
Tokyo, 100-91
Japan

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				       92

			

		
		
		
			Abstract Views

			      944

		

		
		 
		
			Rank

			  508,512

		

		
	


	

	
		
			
				       45 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        Social Learning and Monetary Policy Rules

                        
                            By
                                
                                
                                    
                                    Jasmina Arifovic, 
                                    
                                
                                    
                                    James Bullard, ...
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Imperfect Knowledge, Inflation Expectations, and Monetary Policy

                        
                            By
                                
                                
                                    
                                    Athanasios Orphanides
                                     and 
                                
                                    
                                    John C. Williams
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Imperfect Knowledge, Inflation Expectations, and Monetary Policy

                        
                            By
                                
                                
                                    
                                    Athanasios Orphanides
                                     and 
                                
                                    
                                    John C. Williams
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            Monetary Policy with Imperfect Knowledge

                            
                                By
                                    
                                    
                                        
                                        Athanasios Orphanides
                                         and 
                                    
                                        
                                        John C. Williams
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Expectations and the Stability Problem for Optimal Monetary Policies

                            
                                By
                                    
                                    
                                        
                                        George W. Evans
                                         and 
                                    
                                        
                                        Seppo Honkapohja
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Expectations and the Stability Problem for Optimal Monetary Policies

                            
                                By
                                    
                                    
                                        
                                        George W. Evans
                                         and 
                                    
                                        
                                        Seppo Honkapohja
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Expectations and the Stability Problem for Optimal Monetary Policies

                            
                                By
                                    
                                    
                                        
                                        George W. Evans
                                         and 
                                    
                                        
                                        Seppo Honkapohja
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Inflation Scares and Forecast-Based Monetary Policy

                            
                                By
                                    
                                    
                                        
                                        Athanasios Orphanides
                                         and 
                                    
                                        
                                        John C. Williams
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Inflation Scares and Forecast-Based Monetary Policy

                            
                                By
                                    
                                    
                                        
                                        Athanasios Orphanides
                                         and 
                                    
                                        
                                        John C. Williams
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l100 in   0.078 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	
