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Motivation

Question: Do forecasters carry the present into the future correctly?
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Preview

• Survey forecasts carry the present into the future incorrectly:

• movements in unemployment and interest rates die out too fast;

• the inflation level is carried too far forward.

• A new statistic — the propagation wedge — shows this cannot come from
what forecasters observe or how much they trust their observations.

• One mechanism, projection bias, rationalizes both directions per series;
cognitive discounting on top of that further accounts for the complete term
structure of the wedge.

• The Fed’s own Greenbook shows the same pattern.
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Statistic: the gap between two mirror-image regression slopes

For variable z: Ftzt+h = consensus forecast, Ftzt = nowcast.

ah =
cov(zt+h, Ftzt)

cov(zt, Ftzt)︸ ︷︷ ︸
actual future, perceived present

, ãh =
cov(Ftzt+h, zt)

cov(Ftzt, zt)︸ ︷︷ ︸
perceived future, actual present

propagation wedge: τh ≡ ah − ãh

• Why mirror images? Information-related terms cancel in τh (next slide).

• AR(1) case: τh = persistence gap ρh − ρ̃ h, under any info structure.

• Full-info case: τh = slope of zt+h − Ftzt+h on zt (since Ftzt = zt).
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Identification: what the wedge identifies

Any linear forecast has a projection representation, at perceived moments:

Ftzt+h = C̃⊤
h Σ̃−1 St

St: signals of z Σ̃: perceived var(St) C̃h: perceived cov(St, zt+h) Ch: true

cov(zt+h, Ftzt) = C⊤
h Σ̃−1 C̃0

cov(Ftzt+h, zt) = C̃⊤
h Σ̃−1 C0

C̃ = C =⇒ τh = 0

any signals, any trust — so τh ̸= 0 can only mean C̃ ̸= C: misperceived propagation
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Identification: what a nonzero wedge excludes

• Exclude rational expectations in the sense of Muth (1961)

• e.g. imprecise memory à la da Silveira, Sung and Woodford (2024); Sung (2026)

• Exclude linear forecasting rules that merely misperceive signal precision.

• e.g. overconfidence à la Daniel, Hirshleifer and Subrahmanyam (1998)

• e.g. diagnostic Kalman filter à la Bordalo et al. (2020)

• Note that all of the examples mentioned above produce nonzero regression
slopes in CG and BGMS regressions.
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Identification: maintained hypotheses nest, CG ⊂ BGMS ⊂ wedge

Wedge null: correctly perceived propagation

BGMS null: RE under perfect memory

CG null: FIRE

FIRE

Sticky information Noisy information Rational inattention

Overconfidence Diagnostic Kalman filter Imprecise memory

Outside: misperceived propagation (τ ̸= 0)

Misperceived persistence Cognitive discounting Oversimplified models

Rational expectations Misperceived precision Misperceived propagation
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Fact: the wedge switches sign across variables

SPF consensus, 1984Q1–2018Q4, N = 140.
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Mechanism: projection bias, one parameter, two directions

Forecasts pulled toward the perceived present with weight λ

(Loewenstein, O’Donoghue and Rabin, 2003):

Ftxt+h = λ Etxt + (1 − λ)Etxt+h

Assume zero mean, w.l.o.g.

• Levels (z = x, inflation): anchor drags the level too far

τh = −λ(1 − ah) < 0

• Changes (z = ∆x, unemp., T-bill): differencing cancels the anchor

τh = λ ah ≥ 0
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Mechanism: projection bias, one parameter, two directions

One λ per series, fitted on the headline cell; validated by untargeted cells.

Unemployment rate
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Mechanism: adding cognitive discounting (Gabaix, 2020)

Extended base j:

ah|j =
cov(zt+h, Ftzt+j)

cov(zt+j, Ftzt+j)

ãh|j =
cov(Ftzt+h, zt+j)

cov(Ftzt+j, zt+j)

τh|j = ah|j − ãh|j

All 20 unemployment

moments targeted,

weighted by diagonal GMM

(1/SE2).

Form j h τh|j (SE) PB PB+CD

Ftxt+h = λ Etxt + (1−λ)mh Etxt+h λ=0.37, m=1.00 λ=0.63, m=0.95
weighted RMSE (SE units) 1.16 0.65

Level 0 1 −0.013 (0.010) −0.012 −0.001
0 2 −0.028 (0.021) −0.029 −0.014
0 3 −0.053 (0.035) −0.053 −0.043
0 4 −0.083 (0.053) −0.081 −0.081
1 2 −0.013 (0.013) −0.018 −0.014
1 3 −0.035 (0.028) −0.044 −0.043
1 4 −0.061 (0.045) −0.072 −0.081
2 3 −0.021 (0.017) −0.027 −0.030
2 4 −0.045 (0.035) −0.058 −0.070
3 4 −0.025 (0.021) −0.034 −0.043

Change 0 1 +0.102 (0.099) +0.093 +0.172
0 2 +0.273 (0.108) +0.108 +0.208
0 3 +0.251 (0.137) +0.052 +0.115
0 4 +0.344 (0.140) +0.072 +0.156
1 2 +0.180 (0.117) 0.000 +0.170
1 3 +0.321 (0.183) 0.000 +0.335
1 4 +0.401 (0.204) 0.000 +0.438
2 3 +0.237 (0.130) 0.000 +0.171
2 4 +0.383 (0.207) 0.000 +0.294
3 4 +0.258 (0.185) 0.000 +0.135
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Magnitude: rivals information rigidity even in the very short run

cov(zt+h − Ftzt+h, zt)

cov(Ftzt, zt)︸ ︷︷ ︸
Th : error on outcome

=
cov(zt+h, Ftzt)− cov(Ftzt+h, zt)

cov(Ftzt, zt)︸ ︷︷ ︸
τh : propagation wedge

+
cov(zt+h, zt − Ftzt)

cov(Ftzt, zt)︸ ︷︷ ︸
rh : information rigidity

τh = 0 under correctly perceived propagation; rh = 0 under full information.
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Necessity: false-alarm in natural alternative statistics

Monte Carlo: fully rational forecasters, information frictions only (AR(2),
consensus gain G < 1), calibrated to data.
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• Error-based tests reject at rates climbing toward one; the naive persistence
comparison over-rejects — misreading rigidity as misperception.

• The wedge holds size: 8.0, 6.4, 5.6% at T = 140, → 5% as T → ∞.
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Policy: the Fed shares the pattern
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The Fed’s own Greenbook forecasts show the same wedge pattern.
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Takeaways

• One statistic: Use propagation wedge to identify misperceived propagation
from other misperceptions in expectations.

• One fact: Movements underpropagate, while levels overpropagate.

• One mechanism: Projection bias gets both directions with one parameter,
while cognitive discounting helps fit the term structure.

• One consequence: The misperception reaches policymakers.
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