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A Kalman-Filtering Analysis of
Inflation Expectations in China

LiuyAN ZHAO
Peking University

Abstract Based on observed monthly interest rates and inflation series I model the unob-

served inflation expectations and ex ante real interest rates in a state-space representation which

can be derived from a potential VAR process. The state-space model and inflation expectations can

be estimated using Kalman filtering. Given that inflation expectations have been estimated the ex

ante real interest rates can be calculated according to Fisher’ s equation. The empirical results show

that the mean of expectation errors is close to zero consistent with the rational expectation hy-

pothesis. More importantly the standard deviation of the expectation error series from the VAR
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system and Kalman filtering is smaller than those from other expectation mechanisms. One of the
applications of the estimated inflation expectations is also presented.
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