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ABSTRACT

, The purpose of this study was to analyze -- both

theoretically and empirically -- the effects of various models
"'. of inflation expectations formation on aggregate supply rela-

tionships,and the small scale macroeconomic models.of which

they form an integral component, from the point of view of

information availability, modelling, and estimation. One

model of.inflation expectations formation in particular,

rational expectations, has important implications for macro-

economic mode~ling and, more specifically, the tradeoff between

inflation and real output.

The basic theory of rational expectations is reviewed

and various problems with its empirical implementation are

discussed. The properties of alternative models of expectations

formation are compared. Furthermore, some direct evidence

"on the nature of expectations 'formation in active auction

markets for f~nancial instrUments is presented. .

Expectations.by their very nature are unobservable

and thus one confronts a joint ·hypothesis problem in the

interpretation of any results using a proxy specification ..

To circumvent this difficulty, Monte Carlo 'simulation exper-

iments with a representative ,~mall macroeconomic model are

and .,undertaken. This allowS a comparison betwe~n rational
'-" ~

other models of expectations formation under ,varying -- but

known model conditions.
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Inherent in most models of expectations, and parti-

c?larly for. rational expectations, is the assumption that

market participants possess a .considerable degree of foresight

"with respect to informatio~~~market structure, and paramet~r

'values .. As an .alternative, a time dependent approach to

modelling with a minimum of information priors is developed

and applications to real income, expected inflation and the
\ '

demand for money are discussed.
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HAPTER'l

INTRODUCTION

1.1 Purpose of th~ Study

One of the distinguishin~-characteristicsof the

various schools of macroeconomic thought is the form of the

hypothesis relating aggregate demand, prices and real output,

and the"mapner in which expectations a£fect these relation­

ships. In an uncertain world the pursuit 'of rational self-

.interest by economic agents requires the formation of expec­

tations regarding the future course of these relevant economic
"'/)

variables. The reTevance of expectations, and consequently
... I

their optimal formation, is a subject of some considerable

interest in current macroeconomic literature.

The importance of expectation~ of inflation has emerged

particularly in t~e accelerationistinterpretation of {he Phillips

curve approach tGl inflation-real output tradeoffs. The chief

characteristic of the accelerationist view of inflation~s-
~ ;

the long-run absence of money illusion. The .accelerationist

theorists advocate the concept of a long-run.or 'natural'

rate of unemployment with its attendant policy implications:

monetary and fiscal policy can o~ly have short-run effects on

real economic v~riables; in'the long-run expectations adjust



2.

until they are realized and thus monetary and fiscal policy

are largely impotent in the long-run with respect to influencing

the real side of the economy.l Macroeconomic test~ng of this

hypothesis has focused mainly on the empirical verification

of the proposition that money illusion is absent from various

markets in the economy.

Recently, a number of economists -- in particular

Lucas and sargent2 -- have criticized these conve~tional tests

of the accelerationist hypothesis on the grounds that the

assumed models of expectations formation are not rational.

Invoking acon~ept of rationality developed by Muth,3 they

provide a paradigm which can potentially merge the short- and

long-run analysis of the accelerationist hypothesis.

~t one extreme, if expectations are fully rational

in the sense that eoonomic agents know the structure of the

economy, then consistent policy reaction functions of the

monetary and fiscal authorities would be incorporated in this

knowledge set and rational economic agents will discount the

IMilton Friedman, "The Role of Monetary Policy",
American Economic Review, LVIII (March, 1968), 1-17. Edmund
Phelps, liphillips Curves, Expectations of Inflation an.d
Optimal Unemployment Over Time", Econcimica, XXXIV (August,
1967), 254-281.

~Robert Lucas, "Econometric·-Testing of the Natural
Rate Hypothesis", Econometrics of Price Determination,
edited by otto Eckstein, (Washington, D.C.: Government
Printing Office, 1972), Thomas Sargent, "Rational Expecta­
tions, the Real Rate of Interest, and the Natural Rate of
Unemployment", Brookings Papers on Economic Activity,
(2:1973), 429-480.

3John Muth, "Rational Expectations and the Theory of
Price Movements", Econometrica, XXIX (July, 1961), 315-335.
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aggregate demand policies of the central authorities and

hence tend to neutralize their effects ,on the real economy.
,

W~th'Lucas style aggregate supply functions and the absence

of market rigidities such as contracts, the monetary authority

could affect real variables only to the extent that it deviates

from its previous systematic policies and hence 'fools' the

rational economic agents. If expectations were rational in

this strong form sense, in all markets·, it would create

a conundrum for the policy maker.

The specification of models ot expectations forma1ion

is a critical factor in determining the short- and long-run

properties of a macroeconomic model. The purpose of this study

is a theoretical and empirical analysis of the effects of

various models of inflation expectations formation -- in parti-

cular rational expectations -- on aggreg~te supply relationships,

and the small macroeconomic models of which they form an integral

component, from the point of view of information availability,

\

modelling, and estimation.

1.2 Plan of the Study
\.

This study contains eight chapters. Chapter 2 contains

a survey of the various analyses of price and real output

tradeoffs prevalent in the literature. The importance of price

expectations is stressed and the implications of price expec-

tations for the short- and long-run properties of macroeconomic

models are discussed.

Chapter 3 compares the theoretical properties of various

models of price expectations formation. Unfortunately, there


























































































































































































































































































































































































































































































































































