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Testing Rational Expectations:
Are forecast errors forecastable?

 Michigan Michigan-
Experimental 

Livingston SPF 
(GDP Deflator) 

Panel C: Are Forecasting Errors Persistent? 
                πt - Et-12πt = α + β (πt-12 - Et-24πt-12) 
β: πt-12-Et-24 [πt-12] 0.371** 

(.158) 
.580*** 
(.115) 

0.490*** 
(.132) 

0.640*** 
(.224) 

α: Constant 0.096% 
(.183) 

0.005% 
(.239) 

0.302% 
(.210) 

-.032% 
(.223) 

Adj. R2 .164 
 

.334 .231 .375 

Panel D: Are Macroeconomic data fully exploited?  
                 πt - Et-12πt = α + β Et-12 [πt] + γ πt-13 + κ it-13 + δ Ut-13 
α: Constant -0.816% 

(.975) 
0.242% 

(1.143) 
4.424%*** 
(.985) 

3.566%*** 
(.970) 

β: Et-12 [πt]  0.801*** 
(.257) 

-0.554*** 
(.165) 

0.295 
(.283) 

0.287 
(.308) 

γ: Inflationt-13 -0.218* 
(.121) 

0.610*** 
(.106) 

0.205 
(.145) 

0.200 
(.190) 

κ: Treasury Billt-13 -0.165** 
(.085) 

-0.024 
(.102) 

-0.319*** 
(.106) 

-0.321*** 
(.079) 

δ: Unemploymentt-13 0.017 
(.126) 

-0.063 
(.156) 

-0.675*** 
(.175) 

-0.593*** 
(.150) 

Joint Test on Macro 
Data (γ=κ=δ=0) 

F3,285=2.65** F3,164=15.84*** F3,91=8.29*** F3,120=11.65*** 

Adj. R2 .293 .382 .306 .407 
 Source: Mankiw, Reis and Wolfers, 2004



 Rational expectations
 DSGE models

Things that probably aren’t true
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 DSGE models “combine a sound, microfounded structure suitable for 
policy analysis with a good probabilistic description of the observed 
data and good forecasting performance.”

 Smets and Wouters, AER 2007

 “A long period of DSGE model refinement using the postwar sample 
preceded Smets and Wouters finding a particular DSGE model with 
forecasting performance on a par with standard benchmarks.”

 Faust and Wright, Handbook of Economic Forecasting

 “These models showed a moderate amount of nowcasting ability, 
but almost no forecasting ability beginning with 1-quarter-ahead 
forecasts.”

 Edge and Gurkaynak, BPEA

DSGE and Connection to Reality
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Real-Time Inflation Forecasts:
Smets and Wouters Model
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 𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑒𝑒𝑡𝑡+𝑖𝑖 = 𝛼𝛼 + 𝛽𝛽 𝐸𝐸𝑡𝑡 𝐷𝐷𝐷𝐷𝐷𝐷𝐸𝐸 𝐹𝐹𝑂𝑂𝐹𝐹𝑒𝑒𝑂𝑂𝐹𝐹𝐹𝐹𝑂𝑂𝑡𝑡+𝑖𝑖

Assessing DSGE Forecasts
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 Rational expectations
 DSGE models
 Consumption Euler equation
 Calvo pricing
 New Keynesian Phillips Curve
 Classical dichotomy

Things that probably aren’t true
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