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Summary

The recent economic developments that followed the 2007 financial crisis have called for

new modeling approaches that can better explain observed macroeconomic phenomena and

that can help in designing more robust economic policies. In particular, we would like to

understand why recovery of economic growth and inflation have been low, with interest rates

at their zero lower bound, and what policy measures could be successful in restoring the

economy to a more healthy state. Additionally, it is important to understand how the rising

European debt levels can best be managed, and what the consequences of consolidations on

economic activity can be.

This thesis addresses these issues from the perspective of bounded rationality in five

related, but independent chapters. By deviating from the traditional assumption of ho-

mogeneous rational expectations and by allowing for less sophisticated and heterogeneous

expectation formation, new insights are obtained with important policy implications.

Chapter 2 explicitly models the credibility of the central bank, and allows this credibility

to evolve endogenously with the central bank’s past ability to achieve its targets. It is shown

that the stability region of policy parameters in the central bank’s interest rate rule is strictly

larger under heterogeneous expectations than under rational expectations. Furthermore, with

optimal monetary policy, global stability of the fundamental steady state can be achieved,

implying that the system always converges to the targets of the central bank. This result how-

ever no longer holds when the zero lower bound on the nominal interest rate is accounted for.

Self-fulfilling deflationary spirals can then occur, even under optimal policy. The occurrence

of these liquidity traps crucially depends on, and is inversely related to, the credibility of the

central bank. Deflationary spirals can be prevented with a high inflation target, aggressive

monetary easing, or a more aggressive response to inflation.

Chapter 3 studies monetary policy when there is an evolving distribution of heteroge-

neous expectations. Agents may choose from a continuum of forecasting rules and adjust

their expectations based on relative past performance. The extent to which expectations are

anchored to the fundamentals of the economy turns out to be crucial in determining whether

the central bank can stabilize the economy. When expectations are strongly anchored, little

is required of the central bank for local stability. Only when expectations are unanchored,

the Taylor principle (which needs to be satisfied under rational expectations) becomes a nec-



essary condition. More aggressive policy may however be required to prevent coordination on

almost self-fulfilling optimism or pessimism and the existence of multiple equilibria. When

the zero lower bound on the nominal interest rate is accounted for, the inflation target must

furthermore be high enough, in order to prevent coordination on self-fulfilling liquidity traps

and deflationary spirals.

Chapter 4 presents a learning-to-forecast experiment to study whether central banks can

manage market expectations by means of forward guidance. Forward guidance takes the form

of one-period ahead inflation projections that are published by the central bank in each period.

Subjects in the experiment observe these projections along with the historic development of

the economy and subsequently submit their own one-period ahead inflation forecasts. In this

context, we find that the central bank can significantly manage market expectations through

forward guidance and that this management strongly supports monetary policy in stabilizing

the economy and reducing forecast errors. Moreover, strategically optimistic forward guidance

drastically reduces the probability of a deflationary spiral after strong negative shocks to the

economy. However, pessimistic forward guidance announcements after negative shocks can

instead initiate coordination on a deflationary spiral. Although the credibility of the central

banks forecasts depends on both the central banks forecasts errors and on credibility in earlier

periods, we do not find evidence that a central bank with a better forecasting track record is

better able to mitigate recessions than a central bank with less credible past forecasts.

Chapter 5 analyzes fiscal consolidations using a model where agents have heterogeneous

expectations and are uncertain about the composition of consolidations. We look at spending-

based and tax-based consolidations and analyze their effects separately. We find that the

effects of consolidations and the output multipliers are sensitive to heterogeneity in expec-

tations before and after implementation of a specific fiscal plan. Depending on the beliefs

about the type of consolidation prior to implementation, we show that heterogeneity in ex-

pectations may lead to optimism in the economy, improving thus the performance of a specific

fiscal plan, or can work towards the opposite direction leading to pessimism, amplifying the

contractionary effects of the consolidation. Interestingly, we find that wrong beliefs about the

composition of fiscal consolidation may improve or harm the effectiveness of consolidations,

depending on the degree of heterogeneity.

Chapter 6 analyzes fiscal consolidations in a model where agents are homogeneous, but
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have a finite planning horizon. Both consumers and firms are infinitely lived, but only plan

and form expectations up to a finite number of periods into the future. The length of agents’

planning horizons plays an important role in determining how spending cuts or tax increases

affect output and inflation. We find that for low degrees of relative risk aversion spending-

based consolidations are less costly in terms of output losses, in line with empirical evidence.

A stronger response of monetary policy to inflation makes spending-based consolidations more

favorable as well. Interestingly, for short planning horizons, our model is able to capture the

positive comovement between private consumption and government spending.
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