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INTRODUCTION

This study utilises the results of two surveys of
inflation expectations in Sweden to test whether consumers’
subjective ratings of the confidence they have in their
inflation forecasts can be considered rational expectations

of the objective error variances surrounding these forecasts.

The rationality of perceptions of forecast variances is

important issue because the ecaonomic behaviour of

individuals will be influenced not only by their

an
risk—averse
predictions of the mean values of variables such as

inflation,but also by their assessments of the uncertainty

surrounding the mean forecast. If changes in uncertainty are

not rationally assessed, individuals will naot react

appropriately,and some avoidable loss in economic welfare

will occur.

Our study is innovative in several respects. Almost all

earlier investigations of rationality in expectations

formation have focussed exclusively on the mean forecast,and

have used time series data on the
over a number of individuals tao conduct tests

average of mean

expectations
for bias and systematic error in these forecasts. The studies
of Brown and Maital(1981) on the Livingston survey of expert
Leeuw and McKelvey(1981) on the Bureau of

forecasts,and Noble and

forecasts,de
Analysis business

on the Michigan SRC consumer farecasts are

Econaomic
Fields (1982)
typical of recent empirical studies of what we might call

"mean rationality”. In contrast,we focus on the rationality

of consumers’ estimates of the variance surrounding their

mean forecasts,and use craoss—sectional data on individual

variance estimates as the basis for our tests of  "variance
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ratiunaiity“. To our
Wachtel (1982) have

knowledge,only Cukierman and

previously investigated variance
rationality,using the dispersion of meah expectations acraoss
(expert) individuals as a pPraoxy for the subjective
uncertainty of a typical individual. As discussed in
Batchelor (1984),this proxy is valid only under rather
restrictive conditions,and we use mare direct measures of

subhjective uncertainty below. Similarly,we are aware of anly
Maital and Maital (1981) ,which

cross—sectional data on individuals,and this is exclusively

one study, by explaits

concerned with testing for mean rationality.

A simple theory of infaormation collection and processing
is developed in the first section of our paper,as a basis for
thinking about how individual differences in subjective
probability distributions for inflation might arise,and what
properties should be observed in the mean and variance of
these distributions if expectations have been formed
rationally. We then introduce our survey data,and conduct two
sets of tests for variance rationality. In one,we compare ex
paost absolute forecast errors with ex ante measures of
confidence in the forecasts,as expressed on a five-paint
scale. In the other,the sizes of the ranges used by consumers
in making their inflation forecasts are used as proxies for
the degree of subjective uncertainty. Where possible,we
follow Maital and Maital in testing whether socio—economic
characteristics of the individuals involved impart systematic

biases to their judgments.

Our conclusions are mixed. There is only a weak
correlation between actual forecast accuracy and the degree
of confidence expressed by individuals in the first survey.

In addition,systematic differences in forecast accuracy
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