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* Conventional monetary policy:

* Anchor 1nflation expectations E; 7T, 1
* Increase/decrease nominal interest rate i;

" Unconventional monetary policy

* Increase/decrease inflation expectations E; 1T, 4
* Nominal 1nterest rate 1s at the zero lower bound (ZLB)

Mario Draghi (2015): “When inflation expectations go up with zero nominal
rates, real rates go down. When real rates go down, investments and the
economic activity improves. That’s the reasoning [of OE].”
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o Workers raise their wage demands: with sticky wages, inflation lowers the real wage
over time, so expectations of higher inflation induce workers to raise wage demands,
which should raise prices further.

ALL OF THESE MECHANISMS RELY ON MANAGING EXPECTATIONS OF THE “GENERAL PUBLIC”
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Whose expectations should central banks manage?
o “General public” (households and firms)
o Markets

o Professional forecasters

How does the general public form expectations so that central banks can reach the
target audience?

How can central banks communicate with the general public?

How far can central banks go in communicating with the general public?
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Alan Greenspan (1987): “Since I've become a central banker, ['ve learned to mumble with

great incoherence. If I seem unduly clear to you, you must have
misunderstood what I said.”

Jerome Powell (2018): “/B/ecause monetary policy affects everyone, I want to start with a
plain-English summary of how the economy is doing, what my
colleagues and I at the Federal Reserve are trying to do, and why.”

Christine Lagarde (2020): “After all, it is the everyday economic decisions of people and
companies that we seek to influence with our policy and

communication. If our language is not accessible, our policy will
be less effective.”

Ben Bernanke (2020): “The limits to forward guidance depend on what the public
understands, and what it believes.”



WHAT DOES THE PUBLIC KNOW?
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Little knowledge about the inflation target in the U.S. (sign of success?)



WHAT DOES THE PUBLIC PREDICT?
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Households and firms are really different from professional forecasters and markets.
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* Ben Bernanke (2007): “How should we measure inflation expectations, and how
should we use that information for forecasting and controlling inflation? I certainly
do not have complete answers to those questions, but I believe that they are of great
practical importance. ... Information on the price expectations of businesses--who are,
after all, the price setters 1n the first instance--... 1s particularly scarce.”

* Janet Yellen (2016): “Perhaps most importantly, we need to know more about the
manner 1in which inflation expectations are formed and how monetary policy
influences them.”



HOW DOES THE GENERAL PUBLIC FORM EXPECTATIONS?

Predictors of inflation expectations in low inflation economies.

= Perceptions of recent inflation (strong)
* Shopping (strong)

* Media (intermediate)

" Policy (weak)

" Incentives (strong)
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CAN WE CHANGE INFLATION EXPECTATIONS?
Example with U.S. Households

Dependent variable:
Revision of one-year-ahead inflation forecasts of U.S. consumers

Treatment groups (coefficients are relative to the control group)

Past inflation -1.039%**
(0.104)
Inflation target -0.996% **
(0.102)
FOMC 1inflation forecast -1.07 1%
(0.102)
FOMC statement _1.197%%*
(0.103)
USA Today coverage of FOMC statement -0.444**
(0.105)

Source: Coibion, Gorodnichenko and Weber (2019)
IT WORKS IN THE SHORT RUN BUT THE EFFECTS ARE GONE AFTER 6 MONTHS.



BREAKING THROUGH THE VEIL OF INATTENTION
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The announcement of a 2% inflation target by the Federal Reserve had no discernible impact
on U.S. household expectations of inflation.
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* Communication can work
* Simple messages are as effective as complex policy statements in moving expectations
" Repeat the message

» Take the message directly to the target audience
* Conventional media may be not good enough — Advertising, social media

* Potentially differentiate messages across audiences

» Target the message to the scenario
* For example, if inflation 1s too low, emphasize the inflation target (rather than actual
inflation) to raise inflation expectations

* How/what information should be communicated 1s key!
* Should we raise inflation expectations of households and firms?
* Does the public think that inflation is desirable?
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LLESSONS FOR POLICY COMMUNICATION

Monetary policy communication should recognize:

Massive 1attention, limited span of attention

Information rigidities and “human frictions”

Potential for misinterpretation and heterogeneity in beliefs

Monetary policy communication should try:

Be simple and direct (to pierce the veil o:

" inattention)

Provide a “holistic” perspective (to avoic

| misinterpretation)

(Perhaps) focus on targets instead of instruments

Build infrastructure for measurement and feedback

Prepare sustained information campaigns



