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Approach

This Ensayos Sobre Política Económica (ESPE in Spanish) paper is framed within the area of
macroeconomic literature that studies the expectation formation process. Under an inflation targeting
scheme, expected inflation plays a central role in the analysis of monetary policy and its effect on output.
For the Central Bank, it is relevant to study the behavior of inflation expectations since these reflect the
credibility and effectiveness of the monetary authority in achieving its main policy objective, which is to
keep inflation stable and within the target range.

Contribution

The paper provides a broad and rigorous overview of the economic literature on the study of the
formation of inflation expectations. For this purpose, it uses the expectations surveys conducted by 
Banco de la República (the Central Bank of Colombia - Banrep) and other entities in the country and
abroad in order to analyze their statistical and economic properties for Colombia.  The hallmark of this
research paper is that it not only uses consensus expectations but also those of individual agents in
order to take advantage of the existing heterogeneity. 

Initially, the predictive capacity of expectations is analyzed using different sources, sectors and
economic agents. Afterwards, it is studied whether Banrep's macroeconomic forecasting models are
improved by including inflation expectations from surveys as additional sources of information. Then, it is
established whether there are differences in the formation of inflation expectations between economic
analysts and price-setting agents. Subsequently, it is analyzed whether inflation expectations at different
time horizons, by agents and economic sectors, converge to the inflation target set by Banrep. Then, it is
studied whether the average or median of individual expectations are a good estimator of aggregate
expectations.  Finally, it is examined whether economic analysts efficiently revise their inflation
expectations upon receiving new information.

“In an inflation targeting scheme, such as the one operating in Colombia, inflation
expectations captured by surveys provide information to Banco de la República on
society’s credibility in the established inflation target.”
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Results

Expectations surveys and Banrep's dynamic stochastic general equilibrium (DSGE) models complement
each other when making inflation forecasts. There is no statistical evidence that the surveys have better
(or worse) predictive ability compared to DSGE models. By including survey expectations as additional
information in forecasting models, moderate gains are obtained in terms of inflation predictive ability only
over long-term horizons.  Furthermore, no evidence shows differences in the formation of inflation
expectations between economic analysts and price-setting agents. Looking deeper into the anchoring of
expectations, the evidence suggests that they converge to the target set by Banrep. However, there are
some slight differences among agents, economic sectors, and surveys.

There is evidence of disagreement and bias in the aggregate expectation. This could be due to the
heterogeneity of the agents, so it is not advisable to use the average of the surveys as an indicator of
future inflation. The paper corrects expectations for bias and scale and finds that those resulting from
optimal combinations are a promising alternative in terms of their forecasting ability.  Finally, the results
suggest that most forecast revisions are weakly efficient, i.e., contemporaneous revisions do not appear
to be related to past revisions.  On the contrary, when assuming forecasters that include many
empirically relevant variables, in most cases, variables are found to affect the process of revising
expectations, resulting in little evidence in favor of efficiency in the strong sense.
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