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Anchored long-run expectations are necessary but
not sufficient for monetary policy

MOTIVATION

Dual Mandate: %[y% + A(m, — )2

The standard view equates reputation beliefs about m*.

Good reputation = anchored long run inflation expectations

In advanced economies, long-run inflation expectations have been anchored and stable for 20+ years
Credibility problem solved? NO

Short-run inflation dynamics still depend critically on the perceptions about 1

MODEL

NK model with imperfect information.

e Agents do not know 1
e Learn from CB’s actions: observe policy rate and update beliefs about 2

Reputation = E[4]
Two Empirical Predictions:

1. Good reputation reduces pass-through of shocks on inflation expectations
2. Reputation responds to monetary policy surprises

TESTING THE MODEL'S PREDICTIONS

We measure reputation from Blue Chip Financial Forecasts (BCFF), a monthly panel of professional
forecasters, 1984-2023.

Each month, estimate the cross-sectional regression:

Eilyer1] = Vie + Vo Eflmeq] + ug
More negative y,, = better reputation (CB seen as unwilling to trade inflation for output).

Prediction 1: Better reputation — lower pass-through of supply shocks Prediction 2: Monetary tightening rebuilds

reputation
IRF of 3M-ahead CPI forecast to oil news shock (Kanzig 2021), split by high/low y2, IRF of y2, to a monetary tightening shock (high-freq.
(above/below median). ID, orthogonalized to state).
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High-reputation: pass-through is significantly lower and fades faster (significant at 5%). Monetary tightening makes y2; more negative

OPTIMAL POLICY

Benchmark: a CB who does not internalize that agent’s learn about 2 (Myopic)

Overreaction to inflation shocks Reputation management
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QUANTITATIVE RESULTS

Welfare gains from optimal policy are substantial:
e Welfare gains from optimal policy are larger during Great Moderation than Great Inflation

Implementation:
e Appointing a conservative but myopic central banker is a close substitute to optimal policy
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