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Abstract

This paper studies the implications of heterogeneous capital gain expectations on output and
asset prices. We consider a disequilibrivmmmacroeconomic model where agents’ expectations on
future capital gains affect aggregate demand. ~Agents’ beliefs take two forms — fundamentalist
and chartist — and the relative weight of the two types of agents is endogenously determined. We
show that there are two sources of instability arising from the interaction of the financial with the
real part of the economy,.and, ffom ‘the heterogeneous opinion dynamics. Two main conclusions
are derived. On the oneyhand, pérhaps surprisingly, the non-linearity embedded in the opinion
dynamics far fromthe steady’state can play a stabilizing role by preventing the economy from
moving towards.an explosive path. On the other hand, however, real-financial interactions and
sentiment dynamics do amplify exogenous shocks and tend to generate persistent fluctuations and

the associated welfdre losses. We consider alternative policies to mitigate these effects.
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