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This Paper in Brief

* How has the relationship between consumers’ short-term inflation expectations and perceived and realised inflation
changed in the euro area after the 2022 inflation surge?

* Individual-level panel data from the ECB Consumer Expectation Survey (CES) & mixed-method approach to estimate fixed
and random effects across two sub-periods.

« Before 2022: inflation perceptions strongly influenced expectations, while realised inflation had no impact.

*  From 2022 onwards: the influence of perceptions on expectations diminished, and realised inflation mattered.

Findings are broadly consistent with the rational inattention theory: individuals pay more attention to inflation when

inflation levels are high and uncertainty increases. J
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Research Problem

Pandemic, energy crisis, Russia’s full-scale invasion of Ukraine = surge in inflation and heightened economic uncertainty =2 changes in
consumer behaviour and perception of the economy = changes in how inflation expectations are formed?

Focus of This Paper

* How the formation of consumer inflation expectations in the euro area has changed following the 2022 inflation surge.

* Two measures of inflation used to explain the dynamics of inflation expectations: inflation perceptions, a subjective sentiment measure
reported by individuals, and the constructed individualised inflation rate, representing a more objective experience with prices.

Data \ G)nstruction of Individualised Inflation Rate

* Panel microdata from the ECB Consumer Expectation Survey * Calculated as a weighted average of year-on-year changes in
(CES) for six euro area countries: BE, DE, FR, ES, IT, NL. category-specific HICP indices:
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* Key explanatory variable 2: Individualised inflation rate (nff}d

Methodology

 Mixed-effects linear regression: estimating fixed effects for population averages and
random effects for individual deviations.

Baseline Specification Across Two Sub-periods

fixed portion random portion

| | |

e _ per ind per ind
T+ = Po +ﬁ1ﬂi,t o1 +P3X; + Vet Upi + UgiTl; ¢ TUTE e &g

April 2020 — February 2022
period before the inflation spike
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period after the inflation spike

Results for the Pooled Sample lllustration of Random Effects Country-Level Results
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Key Takeaways

 Strong positive relationship between inflation perceptions and short-term inflation expectations during both periods studied.

* Before 2022, when inflation was low, perceptions played a significant role in shaping expectations, while individualised inflation was
unimportant.

* From 2022 onwards, during a period of high inflation, the impact of perceptions decreased, and the importance of individualised inflation
increased markedly, suggesting that individuals pay more attention to actual prices when inflation is high.



