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» Equilibrium determinacy hinges not on whether the central bank satisfies the Taylor principle, but on whether agents believe it does.

» The perceived rule drives macroeconomic dynamics, since expectations depend on what agents believe (e.g., the Great Moderation & the post-COVID soft landing).

» |dentifying the perceived rule requires interest rate nowcasts, not forecasts.

Simple Model: Why the Perceived Taylor Rule Matters

Setup. Agent knows the structure of the economy but holds a possibly incorrect Taylor rule. Actual law of motion (subjective expectations + Fisher equation + actual rule):
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Perceived dynamics (agent’s subjective model, requires ¢, > 1): » Actual rule governs pass-through of expectations and shock (Direct policy channel).
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Identification: Why Interest Rate Forecasts Introduce Bias Simulation: Nowcast Recovers, Forecast Attenuates
Consider a time-varying Taylor rule: Simulate the model of Lubik-Schorfheide (2004) and Farmer-Waggoner-Zha (2011):
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Taking the conditional expectation /i periods ahead: OLS: Bias and Uncertainty p TVP: Nowcast vs. Forecast
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For a two-state Markov chain s; € {1,2}, the conditional covariance has the closed form
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When is the covariance non-zero? Agent's joint awareness of:
1. Possibility of policy regime change. (P]-({L) # 1, ¢n1 # Oro) d
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Resolution. Covariance collapses at h = 0. Apply TVP to interest rate nowcasts.
Empirics: Nowcast-Based Estimates Satisfy the Taylor Principle SP-MSNK Model: Setup
Data. Blue Chip + SPF survey expectations, 1983-2024 quarterly. Perceived model (agent's subjective structural equations):
Estimating equation (TVP-SV; Boivin 2005, Coibion-Gorodnichenko 2011): T = Etp[;pt_l_l] — 7 (i — Ef[ﬂ'm—l]) + Zpy
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~ Actual Taylor rule (Fed's true reaction function):
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» Subjective transition probabilities defined by P.
B ——-—— or. -~ . L . B = Perceived law of motion (state-space solution of the perceived model):
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Note: Determinacy assessed under the textbook three-equation NK model.

Subjective expectations (under the agent’s transition matrix P):

Findings. - - _
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» Forecast-based estimates are attenuated and fail the Taylor principle.

Actual law of motion (subjective expectations + structural equations + actual rule):
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» Nowcast-based estimates are stable and satisty the Taylor principle.

Counterfactual: “Good Perceived Policy” Underpinned the Great Moderation

¢7T f Discretization of perceived rule. Inflation Two counterfactuals (1986-1999).
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perceived unchanged) — modest rise.
Conclusions.
» The counterfactual effect through the
perception channel exceeds that
through the direct policy channel.
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(2011): ¢, = 0.77 — a passive rule
9 | (red dash-dotted).

Counterfactual questions.
» What if the actual rule stayed at the
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I deviated to the red path? » The Great Moderation was sustained by
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intlation surge: see the paper.
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each case: o+ stabilization requires managing the
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