Aggregate unemployment and expectations formation
Christopher Roth and Johannes Wohlfart

There is growing evidence that expectations about macro variables such as inflation or house prices are a central
determinant of individual consumption and investment behavior (Armantier et al, 2015; D’ Acunto et al., 2016;
Armona et al., 2016). Moreover, with nominal interest rates at the zero lower bound, central bankers have
introduced new monetary policy instruments, such as forward guidance, to directly influence economic agents’
expectations to affect their behavior. Understanding the determinants of individuals’ economic expectations is

therefore of crucial importance.

In this paper we conduct an information experiment to examine whether and how economic agents’ perceptions
of macroeconomic variables affect their expectations about personal economic outcomes, such as income
prospects and the perceived chance of job loss. In addition, we test key predictions of important macroeconomic
models, such as the New Keynesian model that have posited a negative relationship between the deviation of the

unemployment rate from the natural rate and inflation expectations.

For our experiment, we plan to recruit 1,500 participants from an online panel that is representative for the U.S.
population in terms of age, gender, income and region of residence. Our design proceeds in three different stages
of data collection: First, in the baseline experiment we elicit people’s prior expectation regarding their own
income, their job loss probability and inflation.! Thereafter, our respondents complete a series of questions on
their demographics. Second, one day after the baseline experiment, we re-invite all of our participants for the
main part of the experiment. Here, we elicit their beliefs about the current unemployment rate in the U.S.. Only
individuals in the treatment group are then informed about the actual unemployment rate (4.8 percent in January
2017), while individuals in the control group receive no such information. Subsequently, we again ask people
about their expectations regarding inflation, their personal job loss probability and earnings. Then, we ask
respondents whether they think it is a good time to buy major consumer durables. Finally, we ask people about
their perception of where the economy currently is in the business cycle by asking them whether they think that
production will get close to full capacity over the next 12 months. Third, to examine whether our treatment

! The elicitation of prior and posterior beliefs about our variables allows us to analyze the updating behavior of participants in a
Bayesian framework (Cavallo et al., forthcoming) and increases statistical power relative to only comparing posterior beliefs
between treatment and control group.



effects persist we re-invite participants two weeks after the main experiment and again ask them about their

economic expectations.

Our design allows us to test whether economic agents update their expectations about their personal economic
situation as well as their inflation expectations when their subjective beliefs about the unemployment rate
change. This would shed light on important individual factors underlying business cycle dynamics and inform
the effectiveness of different policy tools aimed at changing people’s economic expectations about variables

such as inflation.

In our paper we also test whether a model of rational inattention can explain the patterns in our data. We make
use of novel estimates of correlations between earnings growth and GDP growth for different demographic
groups working in different industries from Guvenen et al. (2017). Specifically, we examine whether people
whose earnings are more correlated with aggregate conditions i) are better informed about the current
unemployment rate, ii) whether they update differentially when they receive the information and iii) whether

they are less likely to forget the information until the follow-up survey.

Our findings would contribute to a growing literature on the determinants of people’s expectations about
important economic variables. A series of recent papers conduct information experiments to study the role of
perceived past realization such as past inflation (Cavallo et al., forthcoming) or past house price growth (Armona
et al., 2016). Other studies use observational data to examine how economic expectations are influenced by
social interactions (Arrondel et al. 2016, Bailey et al., 2016), macroeconomic and local experiences (Malmendier
and Nagel, 2011, 2016; Kuchler and Zafar, 2015) or trust in the central bank (Christelis et al., 2016). Our paper
would be the first to i) document whether people extrapolate from aggregate statistics to their personal economic

outlook and to ii) examine whether individual inflation expectations are consistent with a Phillips curve.

It will be possible to make the data publicly available without violating confidentiality agreements. These data
would be the first to elicit individuals’ beliefs about the current unemployment rate. Also, we plan to collect data
on a rich set of background variables such as demographics or individuals’ financial positions, and potentially
also ask respondents about other beliefs and expectations, e.g. regarding interest rates and stock prices. These

features would make the data very attractive to other researchers in macroeconomics and household finance.
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Aggregate unemployment and expectations formation — Itemized budget

Christopher Roth and Johannes Wohlfart

We need the potential award to pay for the show-up fee for our participants and for pilot
experiments.

Costs for Representative online panel:

We plan to recruit 1500 participants from a representative online panel. We will recruit
participants in collaboration with the company “Research Now”. We have already worked
with the company Research Now several times and are very happy with the data quality
delivered by the respondents from their panel. We have talked to other providers of
representative online panels and found out that (i) they are significantly more expensive and
(i) are less flexible in implementing follow-up surveys - which is essential for the success of
our study.

Our design proceeds in three data collection stages and our contact from the representative
online panel told us that the cost per subject for all three stages of data collection will be
$7.00.

This means that the total cost for the online provider will be around 1500*$7 = $10500.
Costs for pilot experiments on Amazon Mechanical Turk:

We plan to run several pilot experiments on Amazon Mechanical Turk (a commonly used
online labor market platform) in order to assess whether people understand our questions

well.

We plan to run pilot experiments with in total 2000 respondents and at a cost of $3 per
subject (for all three stages of data collection). This implies a total cost for pilots of $3,000.

Total Costs:

The total costs for our experiments is thus $13,500.
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Re: NBER Small Grant in Household Finance
17 March 2017

Dear Colleagues,

I write this letter in support of the application of my PhD student, Johannes Wohlfart,
for financial support under the NBER Small Grant in Household Finance program.

Johannes came to Goethe University from Oxford, where he completed his MPhil under
the supervision of Climent Quintana-Domeque and the broader intellectual influence of
Tony Atkinson. He has been conducting dissertation research in Frankfurt for almost
two years. Johannes has an interest in how information and experiences affect people’s
expectations, attitudes, beliefs, and preferences; and in how these translate into actions
of economic relevance. He has been using observational data and creating experimental
data to explore questions in household finance and political economy. He already has
one publication in the Journal of Economic Behavior and Organization, based on early work
he conducted in Oxford focusing on whether consumption of the rich provides a
reference point for consumption of poorer segments of the population.

In one of his recent projects, he studies the role of own experiences with inequality in
shaping one’s preferences for redistribution. Specifically, he shows that people who
have lived through times of high income inequality are less in favor of redistributive
policies later in life. He strengthens his case by conducting an experiment to show that
own experiences with distributions of income can act as a reference point in people’s
views on distributive justice. This paper is at the stage of journal submission.

The project for which Johannes is seeking support from the NBER program is a survey
experiment that examines the model of the economy that people have in mind when
forming their economic expectations. He expects to document that people hold biased
beliefs about the aggregate unemployment rate, partially explained by rational
inattention. He plans to test whether people update their inflation expectations when



they learn about the true unemployment rate. He also wants to build a macro-micro
bridge and examine effects of macro expectations on people’s perceived chance of job
loss and their income prospects, utilizing the recent empirical findings of Guvenen,
Yogo, and coauthors. This setup will allow him to study whether people extrapolate
from aggregate statistics to their individual economic situation.

Johannes has already gained some experience in the type of data creation and analysis
necessary for the proposed NBER project, as he has recently drafted a paper on biases
in people’s beliefs about government debt and on the effect of provision of information
about government debt on political attitudes, based on a smaller sample. He is also
involved in a multi-author project of mine on using survey data with information about
social interactions in order to understand better the links between subjective
expectations and housing behavior.

As you can see, Johannes is a very active and dedicated researcher. I am happy to report
that he is also a truly delightful person with whom to interact and work. He is very
perceptive, responsive, efficient and thorough, as well as imaginative. Being awarded
the NBER grant will not only enable the research project but also provide him with
encouragement for his further dissertation work and preparation for a high-end
academic career, to which he is committed. I expect Johannes to go on the academic job
market in the Winter of 2018-19.

I very much hope that he will qualify for the NBER award, and I recommend him to
you very strongly.

Best regards,
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