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Survey forecasts carry the present into the future incorrectly—unemployment and interest-rate movements die out too fast, while inflation
level is carried too far. A new propagation wedge shows that this cannot come from what forecasters observe or how much they trust it.

o Statistic — the wedge in one equation o Fact — the wedge switches sign
For variable z, let F;z: 1 be the date-t consensus forecast h quarters | | SPF, 1984Q1-2018Q4, N=140
ahead, and F;z; be the nowcast—which, under information frictions, . Under-propagation. 7, > 0—dies out too fast:
need not equal z;. Construct two mirror-image IV regression slopes: unemployment and interest rate movements
. Over-propagation. 7, < 0—carried too far:
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propagation wedge: T, = ap — ap. o8

. Full info case. 7, is the slope of forecast error on z;. 0.2
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. Proposition. If a linear forecaster correctly perceives how her

information covaries with outcome profile {z;+5}, then 7, = 0. 02
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. Pivotal cases. Even the diagnostic Kalman filter and imprecise

memory model satisfy 7, = 0, although they test positive in CG 08
and BGMS regressions generically. 06

. Interpretation. Forecasters attach the correct future paths to —5‘ 32 Ly ,+, _ + _ * L4 + ~ 7+ 1
the macroeconomic states revealed by their current information. E3 } *

. A deeper result. Rational expectations imply 7, = 0 on any 0.2 7*77+777*77+7
information set—a nonzero wedge rejects rational expectations o ; s 1 : P ; P
free from the joint—hypothesis problem (LOVGH 1986) Forecast horizon h (quarters)

e Mechanism — projection bias, one parameter, two directions

Forecasters pull forecast toward the perceived present with weight ¢ Measured wedge A Projection-bias wedge ()| Untargeted cell
A (LOeWenSteiH*O7D0n0ghuefRabin 2003)' Unemployment rate 3-month Treasury-bill rate CPI inflation
& 0.8} A =046 (untargeted) A = 0.57 (untargeted) A = 0.18 (fitted)
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where [E; represents the rational expectations in consensus. Z
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- Inlevels (inflation). The anchor drags forecast toward nowcast, 2 o
so the level is carried too far forward: 7, = —A(1 — an) < 0.
. In changes (unemployment and T-bill rates). Differencing S 08} A= 046 (itted) A= 0.57 (fitted) A = 0.18 (untargeted)
cancels the common anchor and shrinks every expected movement ¥ 06
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by a factor 1 — A, so movements die out too fast: 7, = Aap > 0. AN +A + §A + +
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« One X per series. 0.46 (unemp.), 0.57 (T-bill), 0.18 (inflation). < + - +A $a % +A "
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. Untargeted moments. The same \’s, fitted on the rate changes § 02 +
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and the inflation levels, also predict the wedges of the rate levels — © T ! T s T s
and the inflation changes—shaded panels at the right. Forecast horizon h (quarters)
— rivals information rigidi — alternativi ver-reject; wedge
Relevance als informat dit Necessit Iternatives over-reject; the wedge holds
Decompose forecast errors predictable from outcomes: Monte Carlo: fully rational forecasters, information frictions
only, AR(2) per series, consensus gain G<1, calibrated to data.
T, = T, Iy . Three natural alternatives—forecast error on outcome,
Forecait error pr0pa(giati0n infqr{rclle}ttion €error on nowcast, and a naive persistence Comparison—each
on outcome wedge rigidity .
testing a null at the 5% level.
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Propagation wedge rivals information rigidity. . Alternatives false-alarm. Both error rejection rates climb
toward one; the naive persistence comparison over-rejects—
misreading information rigidity as misperceived propagation.

. The wedge holds. 8.0, 6.4, 5.6 percent at the data size
T=140, converging to 5%.

- Why error on outcome? The CG revision regressor adds little
to R2 on top of outcome z;.

« Why this split? 7, = 0 under correctly perceived propagation,
while 7, = 0 under full information.

Policy stakes. The Fed’s own Greenbook forecasts show the same wedge pattern, suggesting the central bank may overreact to the level of inflation

and lag labor-market turning points.
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