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One of the most notable changes in central banking worldwide over the past two decades has been the increased openness with which central bankers speak in public about the policy decisions that they have made and that they are likely to make in the future. The title of William Greider's 1987 bestseller about the U.S. Federal Reserve --- Secrets of the Temple --- indicates the air of mystery surrounding the institution only twenty years ago, and this mystique was jealously cultivated by central bankers.
Now, instead, monetary policy decisions are commonly announced and explained in press releases at the time that they occur --- the President of the European Central Bank even holds a press conference --- and a number of central banks, such as the Bank of England and the Swedish Riksbank, issue Inflation Reports several times a year that provide detailed presentations of the reasoning behind recent policy decisions. Moreover, a number of central banks, including both the Fed and the ECB, have in recent years frequently offered fairly direct indications about future interest-rate decisions in their official statements, and a few central banks even publish quantitative projections of the likely path of interest rates years into the future.
In my view, this shift toward greater transparency and more active communication about policy decisions and intentions is not a mere passing fad, but a fundamental change with important consequences for the success with which monetary policy can be used to maintain economic stability. A central aim of my research over the past decade has been to understand the role of communication in successful monetary policy, and to develop criteria for the conduct of policy that can allow the decision process to become more transparent.
Why Communication Matters

The importance of communication strategy for policy effectiveness

follows from a fundamental feature of the kind of problem that a central bank is called upon to solve. Central banking is not like steering an oil tanker, or even guiding a spacecraft, which follows a trajectory that depends on constantly changing factors,

but that does not depend on the vehicle's own expectations about where it is heading. Because the key decisionmakers in an economy are forward-looking, central banks affect the economy as much through their influence on expectations as through any direct, mechanical effects of central bank trading in the market for overnight cash. 

Few central banks of major industrial nations still make much use of credit controls or other attempts to directly regulate the flow of funds through financial markets

and institutions. Instead, banks generally seek to control the overnight interest rate in an interbank market. But the current level of overnight interest rates as such is of negligible importance for economic decisionmaking. The significance of changes in central-bank targets for overnight rates is wholly dependent upon the impact of these decisions upon other financial-market prices, such as longer-term interest rates, equity prices and exchange rates --- and these depend not on the current level of the overnight rate, but on its expected path over coming months and years. Moreover, it is the expected path of real interest rates that matters for economic decisions, and not the nominal rates that are directly targeted by the central bank; and these depend on the public’s expectations of inflation in addition to the expected path of nominal rates. Expectations of inflation are in turn strongly influenced by the public’s expectations about future monetary policy.

Thus the economic effects of central-bank decisions depend critically upon public expectations regarding the future conduct of policy; indeed, changes in the current interest-rate target are primarily significant for what they indicate about likely future policy. It is therefore important for central banks to think carefully about what their current actions signal about future policy, and reasonable for them to seek to develop other channels through which they can also shape expectations about future policy, perhaps in a more nuanced fashion.
Anchoring Inflation Expectations


One aspect of the expectations that central bankers should seek to influence is the public’s expectations regarding the rate of inflation over the next several years. A large body of research has confirmed the robustness of the conclusion that, while some degree of short-run variation in the rate of inflation is inevitable or even desirable, it is important to maintain the public’s confidence that the average rate of inflation over the medium term will be low and that this can be forecasted with reasonable precision. One reason is because expected inflation leads to socially wasteful efforts to economize on cash balances; a correct alignment of private incentives with the social cost of providing liquid balances to facilitate transactions occurs only if money is expected to retain its value. Moreover, uncertainty about the real value of future nominal payments discourages nominal contracting, reducing the efficiency of financial intermediation. 


But at the same time, effective stabilization of the real economy depends on stable inflation expectations as well. For the available short-run tradeoff between inflation and real activity, which allows monetary policy to affect output and employment, depends critically on inflation expectations. If expectations are not firmly anchored, and are easily shifted in response to variations in the observed rate of inflation, then short-run variations in the rate of inflation will not produce substantial differences between current inflation and expected inflation, and hence will have only a small effect on real activity. If instead people have reason to believe that inflation will always return fairly quickly to a stable long-run rate, so that an observed departure of the current inflation rate from the average rate has little effect on expected inflation for the future, the short-run “Phillips-curve” tradeoff between inflation and employment is much flatter, allowing monetary policy a larger short-run effect on real activity. Hence even from the point of view of improved stabilization of the real economy, it is important to find a way of stabilizing inflation expectations. 


Central bankers have long understood the importance of maintaining confidence in the “soundness” of the currency. But the traditional understanding of how this could be done relied upon a commitment to convertibility of currency into some real commodity, such as gold. Since the collapse of the Bretton Woods system in the early 1970s, this approach to anchoring expectations about the future purchasing power of money has not been available. It has instead been necessary for central bankers to find ways to maintain
confidence regarding the future purchasing power of an inconvertible currency that rely solely upon public beliefs about the way in which the instruments of monetary policy will be used in the future.


The most popular current approach to this problem is public commitment of a central bank (often through the legislative definition of its mandate) to a quantitative inflation target, or (as in the case of the ECB), a quantitative definition of the bank’s objective of price stability. This kind of specificity about the goals of policy has clearly been valuable, but the mere declaration of a target is not enough to anchor expectations: it is also necessary that the public be able to see that policy is conducted in a way that should be expected to achieve the target, at least on average over a suitable horizon.  This is where communication with the public about the basis for policy decisions can make a crucial contribution.

One might think that it should be sufficient for a central bank to behave reliably, without any need to talk about what it does. But requiring market participants to guess the pattern in the central bank’s behavior by extrapolating from what they have observed is not likely to stabilize expectations as reliably as a convincing explanation by the bank of its behavior. For example, if the public must infer the inflation rate that is aimed at on average from observed outcomes, then any temporary increase in inflation will naturally lead to fears that the central bank’s inflation objective is actually higher than had been previously believed; but this is exactly the kind of instability of beliefs that undermines the possibility of using monetary policy to stabilize the real economy. The ideal situation --- in which it is possible to allow some transitory variation in inflation for the sake of greater stability of the real economy, without undermining confidence regarding the medium-run inflation rate --- is only likely to be achievable if the reason why the central bank views transitory fluctuations in inflation as acceptable at particular points in time is explained to the public. Only in this way can confidence be maintained that the central bank’s concern with the real economy is not of a kind that will be allowed to interfere with achievement of its medium-run inflation objective.
Steering Interest-Rate Expectations


Effective monetary policy requires not only that certain aspects of expectations remain relatively constant in the face of transitory turbulence; it is also important that certain aspects of expectations change with changing circumstances, but in the proper way. As noted above, a central bank exerts its control over spending by affecting expectations about the future path of interest rates, rather than their current level alone; effective stabilization requires that those expectations about the path change with economic conditions in the way that the central bank intends. Here too, simply relying upon the public to discern the pattern in central-bank behavior on its own may be insufficiently reliable, and communication --- in this case, about the likely path of future policy --- can be essential.

A good example is the situation faced by the U.S. Federal Reserve in the summer of 2003. By June, the target for the overnight interest rate had been reduced to only one percent, and the Fed had little room for further rate reductions; yet inflation remained unusually low, causing some to fear that the U.S. could slide into a deflation like Japan’s. At the same time, many traders were speculating that the Fed would begin raising interest rates soon, in view of signs of nascent recovery of the real economy, and as a result, long-term bond yields began rising sharply in anticipation of this. Officials at the Fed disagreed with the market’s interpretation of their intentions, and moreover feared that the premature increase in long-term interest rates would strangle the recovery in its cradle, precipitating the dreaded deflationary spiral. 
With little room to signal more expansionary intentions through further immediate interest-rate cuts, the Fed had to resort to direct communication about future policy intentions. The statement issued after the August policy meeting, at which there was no change in the current interest-rate target, included an explicit indication that the Fed expected that low interest rates could be maintained “for a considerable period,” and similar language was included in each of the next several post-meeting statements. This had the desired effect of allowing long-term rates to subside fairly soon, and the recovery to gain momentum. Even once the deflation scare was past and it became necessary to return overnight interest rates to a more normal level, it was possible to raise rates without any notable disturbance of the long-term bond market, by signaling in advance the approach of interest-rate increases and committing to increase rates only “at a measured pace.”
Forecast-Targeting as a Policy Framework


Shaping the expectations of market participants through central-bank communication requires more, however, than a mere willingness of the central bank to be forthcoming about its thoughts. Statements by the central bank will not influence expectations, or not for long, if they are not found to provide the key to what is actually done. This in turn requires not only that the central bank’s statements be made in good faith, but that the central bank know its own mind to begin with, so that it has something to communicate. A central bank cannot reveal its intentions regarding future policy if it has not actually formulated a plan of action; nor can it explain its past decisions, in a way that will help to predict future decisions, if those decisions were not actually based on a structured decision process. Accordingly, a successful use of communication policy requires not only a commitment to transparency, but the adoption of a more structured approach to policy deliberations as well.

This is one of the main reasons, in my view, for the increased role of quantitative modeling in monetary policy deliberations at central banks around the world. This is taken farthest by banks like the Bank of England, the Swedish Riksbank, the Norges Bank, and the Reserve Bank of New Zealand, which are leading exemplars of “inflation-forecast targeting.” This is a decisionmaking framework for monetary policy under which the central bank seeks at each policy meeting to determine the action that would lead it to project an evolution for the economy over the next several years consistent with a specific quantitative “target criterion.” The discussion of economic projections under alternative assumptions accordingly comes to play a central role in policy deliberations. These projections are also central to the bank’s explanations of its policy decisions to the public; typically, forecast-targeting central banks publish an Inflation Report three or four times a year with a detailed discussion of the most recent projections and the way in which they justify recent policy decisions.

A key aspect of the target criterion for all of these central banks is the requirement that a certain measure of inflation be projected to converge to a specified medium-run target value, over a specified horizon (usually two to three years in the future). It is because of this emphasis on the inflation projection that the approach is called “inflation-forecast targeting.” However, this stipulation alone is insufficient to fully determine the appropriate policy action. There will be different paths by which inflation might be projected to reach the desired level two or three years in the future; these different paths may require quite different actions by the central bank in the short run, and of course it is always only the immediate policy action (say, an interest-rate target for the coming month) that is decided upon at any given meeting.

As a consequence, a fully specified target criterion must also include an explanation of what makes one or another nearer-term transition path acceptable. The Norges Bank has been most explicit about this. Each issue of its Inflation Report contains a box listing the multiple criteria that acceptable projections are expected to satisfy. The first item on the list is convergence of a particular inflation measure (CPI-ATE) to its target value (2.5 percent per year) at a particular horizon (the next 3 years). But the next item specifies that the “inflation gap” (departure of the current inflation rate from the medium-run target) and the “output gap” (departure of current real GDP from the economy’s “natural” or potential level of output) should be of opposite sign, be in suitable proportion to one another, and be projected to be eliminated over time at similar rates. This explains how a temporary departure of projected inflation from the medium-run target must be justified, and what determines whether the rate at which inflation is projected to approach the target is too slow, too fast, or just right.

This approach has important advantages as a way of shaping private-sector expectations. On the one hand, a commitment to regular publication of a detailed analysis that shows how specific policy decisions conform to a general decision framework makes it evident to the public that it can count on the bank to conduct policy in a specific, relatively predictable way. Moreover, the emphasis on the bank’s projections of the economy’s evolution directs attention very precisely to the implications of the policy framework for expectations that the central bank would like the public to share. For example, the task of ensuring that medium-term inflation expectations remain anchored is served by constantly discussing what the path of inflation should be expected to be in the light of the most recent developments, and explaining why the central bank believes that its policy is consistent with convergence of the inflation rate to the unvarying medium-run target rate at a fairly specific future horizon, despite what might otherwise be troubling features of recent data.

At the same time, the approach achieves the goal of making the bank’s commitments evident and the consequences of its policies fairly predictable, without tying it to a rigid framework that would require policy decisions to be based on some very small, prespecified set of statistics. The target criterion --- the thing that one should see in the projections in order to judge that policy is on track --- should be able to be specified in advance, and should remain consistent over time. But the information used in constructing the projections --- the information on the basis of which the bank decides whether a given policy should satisfy the target criterion or not --- may be of many kinds, that need not be specified in advance. These sources of relevant information may change over time owing to unexpected circumstances, and may include non-quantitative sources of information (“judgment”), as long as the required adjustment of the bank’s projections can be quantified. The source of discipline in such a procedure is the requirement that the reasoning behind the bank’s be publicly defended in considerable detail, in addition to the fact that the accuracy of the published projections can eventually be evaluated once the outcomes are observed. 

Thus credibility can be established without a central bank’s having to bind itself to a rigid framework that does not allow it to take account of developments of unexpected kinds. The key to success is a commitment to frequent and detailed communication. But this also requires a commitment to a clear policy strategy, the necessary basis for clarity in communications. Economic research can contribute to the refinement of our understanding of the properties of desirable policy commitments, and more work of this kind is needed. But the experience of central banks around the world over the past decade has already shown that a more rule-based approach to policymaking is possible in practice, and that it pays substantial dividends in terms of improved stabilization of both inflation and the real economy.
( English original text of an article published in German translation in the Frankfurter Allgemeine Zeitung, September 29, 2007, under the title “Stabile Erwartungen, stabiles Geld.”  





