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points there are, the last subinterval will still
contain_approximately 83 percent of the to-
tal (0, T') interval. The second to last subin-
terval will contain 83 percent of the remain-
ing 17 percent, or about 14 percent. Adding
an extra dividing point further partitions the
first subinterval (that starting at zero) but
leaves more distant subintervals essentially
the same size. Thus even the “limiting equi-
librium” (i.e., that with the number of divid-
ing points n, tending to infinity) is character-
ized by significant imprecision in the ability
with which the Fed can communicate its
private information.

The proposition is important, because as
Crawford and Sobel point out, there is a
strong presumption that the equilibrium with
the finest attainable information structure is

the relevant one. Ex ante, expected utility .

increases with the number of subintervals—
this is just a generalization of part (i) of
Proposition 1, which stated that the Fed
would prefer perfect revelation to none at
all. Hence one could argue that for the model
developed here, the limiting equilibrium is
the appropriate solution concept.

III. Extensions and Qualifications
A. Longer Horizons

The model examined above was cast as a
one-shot game. In reality, the game is likely
to be repeated. One might think that length-
ening the horizon could dramatically alter
the conclusions—the Fed might be able to
credibly announce its information precisely
if it wished to develop a reputation for
“honesty” that would be valuable in future
periods. :

One approach is to assume that the game
is repeated an infinite number of times. If
this is the case, an equilibrium of the type
originally developed by James Friedman
(1971) (and later applied by Barro and Gor-
don in a monetary policy context) can be
supported. The Fed reveals its target pre-
cisely in each play of the game. So long as it
is never caught lying, the public continues to
believe it. If, on the other hand, the Fed
were to lie, the public would punish it by
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refusing to believe it on subsequent plays of
the game. Given this structure, the Fed never
lies.

While this equilibrium concept “solves”
the communication problem, it rests cru-
cially on two somewhat implausible assump-
tions. The first is that of an infinite horizon.
As soon as it is relaxed, the Friedman equi-
librium “unravels” and the multi-period
game becomes equivalent to the one-shot
game discussed above. The second important
assumption needed to support the perfect
communication equilibrium is that the pub-
lic can observe when the Fed lies. However,
this is likely to be difficult to do, since the
realized value of the money supply is at best
a noisy indicator of Fed actions. Even if M
winds up being substantially different from
the value pre-announced by the Fed, the Fed
can claim that it was telling the truth and
that forces beyond its control were responsi-
ble for the deviation.!

In order to change the nature of the game
in a finitely repeated setting, one would have
to add a second sort of asymmetric informa-
tion and appeal to the results of Kreps and
Wilson (1982) and those of Joel Sobel (1985).
Suppose that there are two types of Feds:
“normal” ones and “honest” ones. The hon-
est ones are simply unwilling to lie about
their targets, no matter what the conse-
quences for their utility. In such a world, it
might pay for a normal type of Fed to mimic
an honest one during the early stages of the
game by truthfully revealing its targets.
Again, it should be stressed that in addition
to the odd assumption about honest types,
this ‘approach would also require that lying
by the Fed be directly observable by the:
public. ‘

In sum then, while it is theoretically possi-
ble to construct longer horizon models where
the ability of the Fed to communicate its
private information is improved, such mod-

"'See Cukierman and Meltzer, 1986, for more on
imperfect monetary control. One might speculate that if
the amount of noise is relatively small, an equilibrium
analogous to that developed by Edward Green and
Robert Porter, 1984, could be sustained, with periods of
improved communication interrupted by periods of
“credibility breakdown.”
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els require strong assumptions. If these as-
sumptions are regarded as unreasonable, the
notion of imprecise announcements retains
its validity.

B. Signaling with Current Monetary Policy

Thus far, the discussion has focused solely
on the information contained in announce-
ments of future policies. While such an-
nouncements may well be an important
method of communication, they are not the
only one. As emphasized in the previous
works on monetary policy under asymmetric
information, the Fed’s current actions may
also say something about its future inten-
tions. In the context of this model, current
actions are represented by the monetary in-
jection at time 1, M, which has been omit-
ted from the analysis to this point.

If M, is used to convey information, it
will be via Spence-type costly signaling,
much as in Hoshi’s model. In the absence of
cheap talk, a separating signaling equilib-
rium would involve ‘each type injecting an
amount M,(T) greater in absolute magni-
tude than the first-best level of 7/4 that
would prevail under symmetric information.

It is possible that a richer model could be
developed that allowed for both cheap talk
and signaling, thereby capturing the idea
that both the words and the actions of the

tion. This problem is a difficult one, and it is
not addressed here. However, it does seem
intuitively likely that even when signaling
through actions is an available alternative,
words may be used as well, since they have
the potential to transmit some information
at no cost. N

IV. Summary and Conclusions

This paper has presented a model which is
consistent with the existence of meaningful
yet imprecise. talk on the part of the Federal
Reserve. The Fed would like to pre-announce
its policies so as to generate the swiftest
possible market reactions. It is, however,

constrained in doing so: it cannot make pre-

cise announcements, because it would have
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an incentive to manipulate speculators and
aim for a time-inconsistent policy.

The problem can be partially resolved
through the use of announcements that only
specify broad ranges within which the Fed’s
targets may lie. By restricting itself to such
ambiguous statements, the Fed gives up the
ability to manipulate expectations in all but
a very crude way. This in turn allows it to
communicate some information in a credible
fashion.

One interesting prediction of the model is

that the Fed will tend to be more vague
when it wishes to announce large revisions in

its objectives. Small changes, on the other

hand, can be stated more precisely.

The model provides a theoretical explana-
tion for monetary mystique complementary
to that offered by Cukierman and Meltzer.
They focus on the information conveyed by
Fed actions, and show that the Fed may
wish to precommit to imperfect monetary
control mechanisms that make its actions
less informative. In contrast, this paper looks
at the information transmitted by the words
of the Fed. Yet the basic conclusion of im-
perfect communication is similar.

From a policy perspective, the analysis
casts doubts on the arguments of those who
would like to force the Fed to reveal more
about its objectives, perhaps by releasing
FOMC minutes immediately or by having
the published minutes be more comprehen-

-——Fed-can-communicate-meaningful-informa-——sive-and precisely-worded:'?-1f-it-is-known

that detailed minutes will immediately be-
come a matter of public record, there will be
an increased temptation for Fed governors
to posture for the sake of the public by

proclaiming an excessively high 7. (Simi-.

larly, in an .inflation-output setting, there
would be a temptation to posture by
overemphasizing the evils of inflation.) This

12Currently, the Fed makes available after seven
weeks its Record of Policy Actions, which contains the
Domestic Policy Directive. It has been argued that this
Directive is “inherently vague and cannot always be
accurately interpreted.” (See Goodfriend, p. 73.) In
1976, the Fed discontinued its Memoranda of Discus-
sion, which since 1936 had provided detailed written
minutes of FOMC proceedings and could presumably
convey more information about member preferences
and objectives than' the Directive alone.
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in turn would cause the minutes to be of
dubious informational value, as it would be
hard to sort out the true preferences of the
governors from the posturing. The fact that
Fed objectives cannot be credibly and pre-
cisely announced seems to be an inevitable
consequence of the economics of the situa-
tion, and may be difficult to just legislate
away.
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