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		Abstract

		Central banks pay close attention to inflation expectations. In standard models, however, inflation expectations are tied down by the assumption of rational expectations and should be of little independent interest to policy makers. In this paper, we relax the assumption of rational expectations with perfect knowledge and reexamine the role of inflation expectations in the economy and in the conduct of monetary policy. Agents are assumed to have imperfect knowledge of the precise structure of the economy and the policymakers' preferences. Expectations are governed by a perpetual learning technology. With learning, disturbances can give rise to endogenous inflation scares, that is, significant and persistent deviations of inflation expectations from those implied by rational expectations. The presence of learning increases the sensitivity of inflation expectations and the term structure of interest rates to economic shocks, in line with the empirical evidence. We also explore the role of private inflation expectations for the conduct of efficient monetary policy. Under rational expectations, inflation expectations equal a linear combination of macroeconomic variables and as such provide no additional information to the policy maker. In contrast, under learning, private inflation expectations follow a time-varying process and provide useful information for the conduct of monetary policy. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
		
		
			
				
			
		
		Keywords: Inflation forecasts, policy rules, rational expectations, learning

	
	

	
    

    
	

	
	
		JEL Classification: E52

	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	



    




	
		Suggested Citation:
		Suggested Citation
	

	
		
			Orphanides,  Athanasios and Williams,  John C., Inflation Scares and Forecast-Based Monetary Policy (July 2003).  Available at SSRN: https://ssrn.com/abstract=445480 or http://dx.doi.org/10.2139/ssrn.445480 
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Athanasios Orphanides (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
					
					
					
					
					
					
					
					
					
						
						
						


						
					
					[image: Massachusetts Institute of Technology (MIT) - Sloan School of Management]
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				Massachusetts Institute of Technology (MIT) - Sloan School of Management  ( email )

			

			
			
				
				
				
					100 Main Street
E62-416
Cambridge, MA  02142
United States

				

				
			

			
				
				
					HOME PAGE: http://mitsloan.mit.edu/faculty/detail.php?in_spseqno=54058
				

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				Asia School of Business  ( email )

			

			
			
				
				
				
					Jalan Kuching, Kuala Lumpur, Wilayah Persekutuan K
Kuala Lumpur, MA
Malaysia

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						John C. Williams

					
			
		

		
		
		
		

		
		
			
				
					
					
					
					
					
					
					
					
					
						
					
					[image: Federal Reserve Bank of New York]
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				Federal Reserve Bank of New York  ( email )

			

			
			
				
				
				
					33 Liberty Street
New York, NY  10045
United States

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [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

				      127

			

		
		
		
			Abstract Views

			    5,105

		

		
		 
		
			Rank

			  345,151

		

		
	


	
		
            
            	        3 Citations
		

	

	
		
			
				       61 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    Board of Governors of the Federal Reserve System Research Series

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Board of Governors of the Federal Reserve System Research Series

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            2,053

                                    

                                    
                                        PAPERS

                                            3,218

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Board Research Library at Board of Governors of the Federal Reserve System

                                    

                                
                            

                        

                    

                
	
                    Macroeconomics: Monetary & Fiscal Policies eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Macroeconomics: Monetary & Fiscal Policies eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            1,563

                                    

                                    
                                        PAPERS

                                           18,575

                                    

                                

                                
                            

                        

                    

                


            

            
                
                

                	
                    Macroeconomics: Prices, Business Fluctuations, & Cycles eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Macroeconomics: Prices, Business Fluctuations, & Cycles eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            1,524

                                    

                                    
                                        PAPERS

                                           15,238

                                    

                                

                                
                            

                        

                    

                
	
                    Federal Reserve Bank of Atlanta Research Paper Series

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Federal Reserve Bank of Atlanta Research Paper Series

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                               29

                                    

                                    
                                        PAPERS

                                              793

                                    

                                

                                
                            

                        

                    

                



                
            

            
        
        
        
                 
        
        

    


				


				
					
					

















    
        
            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
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Adaptive Learning and Monetary Policy Design

                            
                                By
                                    
                                    
                                        
                                        Seppo Honkapohja
                                         and 
                                    
                                        
                                        George W. Evans
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					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   0.093 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	
