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WHAT WE FIND

1 Use survey data on households’ expectations to document evidence of deviation from RE

< Within and between households correlation of income and forecast error

11 Aiyagari meets diagnostic expectations
< Sentiment jumps after income shocks — consumption overreacts to income shocks

o Euler equation distortion:  p; = p + S

111 Derive testable implications for wealth dynamics
o Theory : Positive income shock — overoptimism— under-saving — poverty trap

< Data : 35% probability of staying HtM after 14 years, in line with model



PLAN FOR TODAY

1 Empirics

11 Model

111 Results



SURVEY OF HOUSEHOLDS INCOME AND WEALTH

» Panel survey data from the Bank of Italy

» Bi-annual

» Contains data on households’ expected idiosyncratic income

» Rely on years 2012-2016
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SUGGESTIVE EVIDENCE ON EXPECTATIONS

» SHIW —; idiosyncratic forecast error: ForecastErrori =y, /Ei(yi.,) — 1

1 Between households: higher income = higher optimism

11 Within household: higher income = higher optimism
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TAKING STOCK

I Income and belief dispersion

11 Richer/poorer households are more optimistic/pessimistic

111 Households become more optimistic/pessimistic as their income goes up/down
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INCOMPLETE MARKETS WITH DIAGNOSTIC EXPECTATIONS

» Expectations biased by recent income shocks

dyt = —/J,ytdt+ dNt D.S. dﬁy; = ( — UY + St> dt + dNt
N—_—— N d
log-inc. change drift jump shocks

Sentiment S; = 6 fioo e *(t=94dN, +— discounted sum of shocks
» Embed within an incomplete market environment

o0
max [ / e u(c))dt, st. di=ra;+e’ —c, a>a
{et}>o0 0

» Aggregate state: g(x) = g(a,y, S), wealth 4, log-productivity y and sentiment S
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DIAGNOSTIC EXPECTATIONS & FINANCIAL FRICTIONS INTERACT

PROPOSITION

du’(cy)/dt . "
E; du'(ci)/at = [p + 8- n(xt)} -, n(x) = inc. elasticity of cons.

u'(ct) oy

» Under rational expectations (S = 0), standard Euler equation

» Sentiment distortions depend on distance to borrowing limit

0logc(x)
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DIAGNOSTIC EXPECTATIONS & FINANCIAL FRICTIONS INTERACT

PROPOSITION
du'(c;)/dt
()
==+ Income
—— Rational consumption path

time
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DIAGNOSTIC EXPECTATIONS & FINANCIAL FRICTIONS INTERACT

PROPOSITION
!/
¢ du(ct)/dt =|p+Si-n(x)| —r, n(x) = inc. elasticity of cons. 9logc(x)
u'(ct) Ay

— Rational wealth path
— Diagnostic wealth path
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ASYMMETRY AT THE BORROWING LIMIT
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POVERTY TRAPS

» Stickiness of the HtM:

o Average probability of being HtM in period h
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POVERTY TRAPS

» Stickiness of the HtM:

o Average probability of being HtM in period h
conditional on being HtM in period 0

» Stickiness of the HtM in the SHIW:

o HtM: liquid wealth < 2 months of income

1
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¢ Aguiar et al. (2024)
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DISTRIBUTED WELFARE COST

» Welfare cost: consumption tax 7(a, ) equating expected welfare:
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CONCLUSION

1 Discipline beliefs using household survey

11 Use them to inform an Aiyagari model with diagnostic expectations

111 Generates sticky HtM

v New empirical evidence in line with model

v Beliefs vs preferences?
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THANKS!
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