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Abstract

This paper argues that assuming a common information set shared
by the public and the central bank may be inappropriate when one is
concerned with the value of information itself. Specifically, we argue
that it may lead one to draw the conclusion that monetary policy do
not benefit from accurate real time data. This paper sets up a New-
Keynesian model with optimal discretionary monetary policy, where
we allow for partial and diverse information. The model is used to
show that monetary policy do benefit from private and accurate real
time data, where 'private’ is the crucial assumption. The representative
household is better of with less accurate information since this reduces
the relative price distortions due to inflation and staggered prices. An
implication of the negative welfare consequences of a well informed
public is that central banks should be restrictive with publishing their
real time data.
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1 Introduction

Recent advances in modelling monetary policy have allowed economists to
study how monetary policy is affected by noisy indicators. Building on ear-
lier work on control with partial information by Pearlman (1986) and Currie,
Levine and Pearlman (1986), Svensson and Woodford (2003, 2004) provide
general procedures to solve a class of monetary policy models where some
variables are unobservable and some are only observable with noise. Their
framework has been utilized by for instance Ehrmann and Smets (2002)
who investigate the performance of different policy rules in a calibrated
forward /backward looking model while Lippi and Neri (2003) contributes
substantially to related empirical methods by showing how the indicator
accuracy and the structural parameters of a model can be estimated simul-
taneously. As noted by Lippi and Neri (2003) and Nimark (2003) noisy
indicators often improve macroeconomic outcomes in this class of models,
and thus suggests that central bankers do not benefit from the availabil-
ity of accurate real time data. This paper will show that the crucial, and
as we will argue, unrealistic, assumption underlying this result is the as-
sumption of a common information set shared by the central bank and the
representative household of the economy. In the model presented below, the
central bank and the representative household will be endowed with diverse
(but intersecting) information sets. This will allow us to show that both
the policymaker and the representative household is better off with a well
informed central bank. However, we will also show that staggered prices im-
plies that welfare is decreasing in the accuracy of the information available
to the representative household.

We will derive some analytical results on the effects of increasing the
noise in the information set of one agent, while holding the actions of the
other (class of) agent(s) fixed. While this method ignores some of the equi-
librium behavior of the model, it allows us to build intuition for the main
result of the paper: Monetary policy performs better the more the central
bank and the less the households know about the state of the economy.
We show that this effect is stronger the more important the future is for
the determination of inflation today. We also calculate expected losses for
the equilibrium dynamics of the model, to find out whether the equilib-
rium behavior left out of the analytical part are qualitatively important.
This numerical exercise confirms that the behavior suggested by the partial
analysis carries over to the general equilibrium dynamics of the model. We
end the paper by arguing that less accurate indicators work as a de facto
coordination mechanism between pricesetters that decreases relative price



externalities caused by inflation and staggered prices.

Is the assumption of diverse information realistic? Romer and Romer
(2000) and Ellingsen and Soderstrom (2003) provide empirical evidence of
private sector responses to monetary policy consistent with some private cen-
tral bank information. Romer and Romer argue that the private information
of the central bank is probably due to superior information processing, i.e.
more and better economists, rather than earlier or more accurate access to
data. They thus argue that the Federal Reserve in general has better infor-
mation than the market. This does not imply that the central bank knows
everything the market knows. It is hard to imagine that the Fed is never
surprised by a market reaction. We do not believe that many will find the
assumption of some private household information controversial.

When agents in an economic model have partial and diverse information,
a problem of how to handle higher order beliefs emerges. Papers by Sargent
(1991) and Pearlman and Sargent (2002) develop modelling methods to deal
with this problem, and apply them to the previously unsolvable two sector
growth model of Section VII in Townsend (1983). We believe this paper
to be the first to apply a technique similar to that of Sargent (1991) to
solve a model of monetary policy, though higher order beliefs in models of
monetary policy have been treated before by Amato and Shin (2003). Amato
and Shin focus on partial and diverse information within a symmetric class
of agents, i.e. firms, while in the present paper non-symmetric agents, i.e.
the policymaker and households, hold diverse information with respect to
each other. Svensson and Woodford (2003), like the present paper, sets up a
model of diversity of information between the central bank and the public.
However, in their framework the public is perfectly informed which avoids
the problem of higher order beliefs and simplifies the filtering problem facing
the central bank.

The next section presents the structural model. This is followed in Sec-
tion 3 by a description of the nature of diversity of information and the signal
extraction problems facing the agents. Section 4 contains the analytical (but
partial) results while Section 5 explains how a diverse information equilib-
rium can be found. Section 6 confirms that the partial results of Section 4
carries over to the full equilibrium dynamics of the model. Section 7 returns
to the microfoundations of the model and the implications of inflation and
staggered prices on the welfare of the representative household. Section 8
concludes by summarizing the results and discussing policy implications and
future directions of research.



2 The Model

We will use a standard new Keynesian model with Calvo pricing for the
formal analysis.! Readers already familiar with the model can skip to the IS
curve (14) and the New-Keynesian Phillips curve (19) to confirm their priors.
They may also want to have a look on the exogenous processes (20),(21) and
(22).

In what follows, lower case letters denote the natural logarithm of the
variables denoted with the corresponding capital letters.

2.1 Consumers

The representative consumer maximizes
[e’e) 1—
C;77 Nte
S (1)
t=0 -7 1ty
where N, is labor supply in period t and 3 is the discount rate. Cy is a CES

aggregator
1 e—1 j
a=([aw=a). ®
0

1

n=( B () dj)ﬁ . 3)

be the aggregate price index. This yields three first order conditions for the
representative consumer. A demand schedule for each good

Let

c(j) = —€(pe(j) — pe) + e (4)
a labor supply condition
Wy — Pt = VG — P (5)

where w;y is the nominal wage and an Euler equation for the intertemporal
consumption choice
1.
ct = — (it — By [mi+1] — B) + E¢ [cr+1] (6)

where 7; is the short term interest rate.

!For a recent and clear derivation, see Gali (2002).

4



2.2 Production
Firms produce differentiated goods indexed by j with technology

Yi(4) = AeNe(4) (7)
where A; is technology at time t. The log of A; follows

ar =0+ paat-1 + &gt (8)

v = </01Yt<j)efdj>ﬁ (9)

and since there is no storage technology, clearing of the goods market implies

Aggregate output Y; is

Y = Cy (10)

Substituting (10) into the Euler equation (6) yields the equilibrium condition
1 .
Ye = 5 (it — By [mee1] — B) + B [ye+1] (11)

2.3 Equilibrium output

We can assume without loss of generality that both output and inflation
have zero means. Potential output can then be written as

Y = Ypaai—1 + P&z (12)

where ¢ = %. This is the level of output that would prevail under flexible
prices. Redefine this process as

Ut = Py¥i—1 + & (13)
The IS curve will then be
_ _ 1,.
(Yt — Y1) = Etlyr+1 — Ypaa] — ;(lt — Eiia1) + eyt (14)

where we have added an exogenous demand shock, €,;. Demand shocks are
usually motivated by either shocks to preferences or as shocks to government
spending. For this paper it will suffice to say that the demand shocks do not
stem from shocks to preferences. This would complicate the welfare analysis



without any clear benefit to the argument of this paper. However, shocks
to preferences can be handled in a similar framework, but the derivation of
the potential level of output would then be more cumbersome.

All firms face a common real marginal cost

MCy — W — Pt — Gt — UV + Ext (15)

where v is a production subsidy given to achieve an efficient level of output
in equilibrium and e is an exogenous marginal cost (cost-push) shock .
Use the intratemporal labor supply condition (5), the production function
(7) and the market clearing condition (10) to write equilibrium marginal
cost as a function of output, technology, the production subsidy and the
cost-push shock

mey = (Y + @)y — (L +@)ar — v+ eme. (16)

2.4 Price setting

If a fraction (1 — @) of firms adjust prices each period, then the price level
will follow

pe=0pi—1+ (1 —0)p} (17)

where -
pi = p+ (1= 30) Y (80)"E; [praxmeias] (18)

k=0

is the price set by firms adjusting prices in period t where p is the steady
state mark-up. It can then be showed that inflation will follow

w1y = BEmr1 + 6(P(ye — Yy) + Emt) (19)

where {7¢,y:,7,} is inflation, output, and potential output in period t. FE is
the expectations operator based on information at time t. The nature of the
information available to different agents in the economy will be made precise
. . _1-9 _

in the next section. ¢ and ¢ are defined as § = 1T (1—p60)and ¢ = (7+¢).
Together ¢ and ¢ determine the slope of the (short run) Phillips curve.

2.5 The exogenous variables

The exogenous variables in the model, {ex¢, ey, 7, } all follow AR(1) processes

Ent = Prlrt—1 + gwt (20)



eyt = Pyeyt—1+ &y (21)
Y = Pyl¥s—1 T &yt (22)

or
X =pXi1+w (23)

where X; = [ert Eyt @t]' and p is a matrix with the autoregressive parameters
{Px> Py, Pz} on the diagonal. The vector of disturbances, u; = [fm Syt 5@:]/
has mean zero and covariance X,,.

Equations (14) and (19)-(22) describes the dynamics of the endogenous
variables inflation and output, and can be put in compact form as

@ = GXy+Talyy, + Bii, (24)
Xe = pXpa+w (25)
G = Gy'G1,T=Gy'T,B = Gngl (26)
Go — [ b } [ 00 } , (27)
0 0
le[fl]Bl 5] o
2l
where z; = [m; y:]'.
2.6 The Policymaker
The policymaker will set the interest rate to minimize the loss function
Z BY AWk — Poar)® + 7T§+k]] (29)
k=0

where A is a preference parameter of the policymaker. In the later analysis
we will assume that A is such that there is no conflict of interests between
the central bank and the households of the economy. This is implemented
by setting A = 6?<Z>'2 This formulation of the loss function implies that the
policymaker’s target level of output is state dependent and equal to potential
output, and that the target level of inflation is zero. The linear-quadratic
framework allows the optimal setting of the policy instrument, i.e. the
interest rate to be expressed as a linear function F7/ of the exogenous state
vector
i=FrX,.

?See Woodford (2001) for a derivation of the lossfunction as a second order approxi-
mation of the representative household’s utilityfunction.



Optimal policy under full information will be characterized by the policy-
maker’s first order condition

_ )
Yt — Yy = —%7@3 (30)

The New-Keynesian Phillips curve (19) and a A > 0 in (29) implies that the
policymaker will face a trade off between inflation and output gap stabiliza-
tion in the presence of cost-push shocks. Optimal policy can offset demand
and technology shocks completely and a perfectly informed policymaker thus
only suffer losses from the cost-push shocks.

This completes the description of the economic model.

3 Diversity of Information

In full information models of monetary policy it is assumed that all agents
know the complete structure of the economy and can observe all relevant
variables perfectly. The full information set at time T shared by all agents,
I{«, thus is

Il = {G,T,B,\, Xy, %, u, Sy | t < T} (31)

We will make a slight departure from this setting by making the exoge-
nous shocks, X;, unobservable and the endogenous variables x; observable
only with measurement error. We will also make a distinction between
observations available to the central bank and those available to the repre-
sentative household. The information set of the partially informed agent ¢
at time T, I%,, will be defined by (32) -(34)

Iy = {G,T,D, D', \, Sy, 5, Z; | t < T}, € {cb, h} (32)
Zy = D[Xt]-i-Vt (33)

Tt
Zi = D'Z (34)

where D is a matrix that picks out and scales the variables Z; that are
observable in principle, while D* picks out what variables that are observable
to agent i. The superscript cb denotes the central bank’s information set

#See Clarida, Gali and Gertler (1999) for a derivation of the first order condition.



while h denotes that of households. Specifically,

000710 T Vin
loooo01 R vl
P=toooo01| 2=, |" 7,

00001 n vd)

/
The vector of measurement errors, V; = [ Vi U,::I'y Utzy U?y } , has co-

variance X,, with all off-diagonal elements equal to zero. Z; thus consists
of one measure of inflation and three measures of output. The diversity of
information will be modelled by allowing the central bank to observe the in-
flation measure and the first two measures of output, while households will
observe the inflation measure and the last two measures of output. Formally

1000 0
D? = [0 1 00|, 2Z%=1w |+V®
100 10 Yt
—Utﬂ'
v = v, |, covar (Vth) =>4
02
L "ty
1.0 0 0 T
Dh = o0 1 0|,z=]|w |+V]
100 0 1 Yt
—Utﬂ'
vl = Ut;y , covar (V?) = ZZU.
_Uty

Varying the accuracy of the private indicator of the central bank can
be implemented by changing the variance of U%y. Similarly, the accuracy of
households private information can be varied by changing the variance of
Ufy. It then follows that the accuracy of the common information is captured
by the variance of vy and vtzy.

Some comments on this information structure is in order. Assuming only
one common measure of inflation is intended to capture the fact that infla-
tion is measured quickly and accurately and that the numbers are publicly
available almost immediately. Letting the agents have diverse but intersect-
ing indicator sets for output is meant to capture that a lot of the information



about the level of activity in the economy is publicly available, but that the
central bank is likely to have some private information, perhaps from sur-
vey data etc., that is not published. Also, it is intellectually appealing (at
least for non-central bankers) to allow for the possibility that there is some
information around in the economy unknown to the central bank. This is
captured by the private information of the households.

3.1 Estimating the state

The Kalman filter offers to the partially informed a method to estimate
the unobservable state variables. Since the partially informed agents know
the effect of the unobservable variables on the imperfectly measured but
observable variables through the structural equations, they will be able to
estimate the state of all the variables in the economy. Let X]f‘t denote agent
i’s estimate of the state X; at time t. If observations were independent of

the endogenous variables, the estimate X§|t would be given by

Z|t = Xz\tfl + K(ZtZ - LXZ'\tfl) (35)

where K is the Kalman gain matrix and L a matrix that maps a state into
an expected observation. The term inside brackets can be interpreted as the
surprise part (the ’innovation’) of the observation Z;. When Z; is a func-
tion of the endogenous variables in the model, the contemporaneous effect
of the estimate should be subtracted from the term inside brackets to pre-
serve the interpretation as the surprise part of the observation. Intuitively
for our model, the part of the observation on inflation and output that can
be attributed to the central bank’s setting of the interest rate contains no
information about the exogenous state variables. In the same way, the con-
temporaneous effect from the partially informed households’ estimate should
be subtracted. When households and the central bank share the same in-
formation set, their estimate of the exogenous state will be identical for all
time periods. It is then straightforward to augment (35) to

Xy = Xyp—1 + K(Ze — LX g1 — M Xy), Xy = Xfﬁ = Xt}|lt (36)
where L and M are matrices mapping the exogenous state and the common
contemporaneous estimate into an expected observation. L and M will
depend on the structural parameters of the model.

3.1.1 The signal extraction problem of the central bank
When the agents of the economy have partial and diverse information, mat-

ters become more complicated. To form an efficient estimate of the exoge-
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nous state, it is no longer enough for an agent to subtract the contempora-
neous effect of his own estimate. Consider the problem facing the central
banker of our model. He needs to estimate the exogenous variable in the
economy to set the interest rate such that the first order condition holds
in expectations. But what he observes is only the endogenous variables,
inflation and output, which depend on the expectations of the households.
The households’ expectations of inflation and output tomorrow in turn de-
pend on the households’ estimate of the central bank’s estimate of the state
tomorrow, which depends on the central bank’s estimate of households’ es-
timate of the central bank’s estimate of the expectation..... Continuing with
this logic, one enters the infinite recursion of estimating the estimates of
the estimates and so on, or with the words of Townsend who, in parallel
with Phelps, formulated the problem in 1983, ’to forecast the forecasts of
forecasts...of others’. This is a general problem that emerges whenever for-
ward looking and interacting agents hold diverse and hidden expectations
of future or current states. This structure makes it optimal for the agents
to fit a VAR-process of both infinite dimension and of infinite order, i.e. not
only should they define the state of the system to include the ’forecasts of
forecast of forecasts’ to infinity, but it would also be optimal to condition
on the complete history of observations. Sargent (1991) proposes a way
to deal with this problem. Instead of letting the agents fit an infinite order
VAR of infinite dimension, they can efficiently extract the information in the
equilibrium outcome by fitting individual mixed vector ARMA processes of
finite dimension, where the MA part captures the interaction of the higher
order estimates. This approach will be followed to solve the signal extraction
problem of the central bank. The updating equation for the central bank’s
estimate of the state at time t will then be

Xih =X g+ K20 — LX) — MPX[) — ¢ — HCP ) (37)

where Cfﬁf has mean zero and covariance ZEC.The details of how to set up
the Kalman filter for this process is given in the Appendix. Intuitively,
this method uses that the central bank don’t need to know the higher order
estimates of the households as long as the implied behavior of the households
do not cause the variance of the endogenous variables to tend to infinity.
The influence of the households higher order estimates is modelled as an
additional stochastic process shocking the endogenous variables. The best
the central bank can do is to exploit the stochastic properties of this process
when it estimates the exogenous state.

11



3.1.2 The signal extraction problem of the households

Part of the filtering problem of the central bank consists of not being able
to observe the action of the households directly, and therefore it cannot fil-
ter out movements in the endogenous variables caused by households’ (po-
tentially inaccurate) expectations. Here households have an informational
advantage by being able to observe the action of the central bank, i.e. the
interest rate. The following updating equation of the households estimate
exploits this fact.

Xijy = Xijy1 + K"Z0 = L"X}},_y - M"X}j, - Bi) (38)

The interpretation of L" and M”" is the same as before. L" captures
the expected effect of the exogenous state on inflation and output while A"
maps the contemporaneous household estimate into its effect on inflation
and output.

3.2 Partial information in the economic model

We will follow previous papers on monetary policy with partial information
when we adjust the structural model (24) to allow for the central bank’s and
households’ partial information. Policy, i.e. the interest rate, in period t will
no longer be a function of the exogenous state, X, but be a linear function F

of the estimate Atc‘l;, where X fﬁ = [Xfﬁ
ematical expectation of the endogenous variables Ej [z¢+1] will be replaced
by the household forecast :c]’;l‘ ;- However, we do differ from the common in-
formation set literature by letting the central bank and households condition
their estimates on diverse observations.

The way actual shocks enter directly into (14) and (19) are not affected

by partial information. Inflation and output will then follow

/
i il yua| - Similarty, the math-

v = GX; +Talyy, + BFX[). (39)

This completes the description of how partial information is implemented
in the structural model.

4 Indicator accuracy and the endogenous variables

In this section we will derive some of the effects of varying the accuracy of the
information set of one agent, while holding the actions of the other (class of)
agent(s) fixed. Admittedly, this approach ignores some of the interactions

12



between the two classes of agents behavior that occurs when we change the
information set of one of them. But bear with us. In Section 6 below we
will show that the interactions left out are not qualitatively important.

4.1 Noise and inaccurate policy

The most intuitive consequence of noisy indicators is that policy will be
less precise. Optimal discretionary policy is characterized by the first order
condition of the central bank

1)
Yt — yt + Tgbﬂ't =0 (40)

In a full information model, this proportional relationship between the out-
put gap and inflation will hold for all periods since the central bank can
observe y;, 7, and 7; perfectly. In a partial information model, the central
banks estimate of y;, ¥, and m; will in general be different from the actual
values and the first order condition holds only in expectations. The devia-
tion of the target variables from the optimal proportionality can be written
as a function of the deviation of the central bank estimate of the state, Afﬁ,

and the actual state X’t

C - —Cl 5¢) C
(yt - ytﬁ) - (yt - ytf’t) Ty (Wt - mf?) =
- [A)?t + BF)?;lf;} — [A)?ﬂt + BF)?&I;} -
=A% - Xl (41)
A=[[%2 1][G T H*]-[0 0100 0 0]]
The variance of this term is given by
var (A [)?t - X’fﬁD = AP®A’ (42)
where P is the intratemporal forecast error covariance matrix of the central
bank. P is given by the Riccati equation
Pcb _ /I5(Pcb o Pchcb/(chPchcb/ + ECb )_1LCbPCb)75/ + icb
VU Uu -

All the diagonal elements of P is increasing in all the diagonal elements of
¢ keeping £, constant. The quadratic expression of the variance of the
policy deviation (42) is thus also increasing in the elements of ¥ . Noisier
central bank indicators thus tend to increase the variance of the deviations

from an optimal policy.

13



4.2 Noise and muted responses to shocks

In this section we will show that increasing the noisiness of the private
household indicator will reduce the variance of inflation and the output gap,
and thus improves the welfare of the representative agent. We will proceed
in two steps. In the first we will derive the positive relation between the
variances of inflation and the output gap and the variance of the household
estimate of the cost-push shock. In the second step, we will show that the
variance of the estimate is decreasing in the variance of the noise, and thus
that the variance of inflation and the output gap is also decreasing in the
variance of the noise.

4.2.1 Household estimates and the target variables

Since we want isolate the effects of the accuracy of the households private in-
dicators we can temporarily assume a perfectly informed central bank. This
allows us substitute the first order condition (30) into the New-Keynesian
Phillips (19) curve to get

= ﬁEtﬂ't+l + 5(¢(—57¢7Tt) + Eﬂ-t). (43)

Rearrange this to get inflation as a function of the cost-push shock and
expected future inflation

0
Ty = Eymiv1 + W&m. (44)

T+ 55262

Iterate forward

k
0
s 7T+ T 45
Ty = 1+152¢22(1+152¢29> Ent 1+_%52¢25t ( )

where we used that E [eri+k | ext] = phen. 0 < < 1 implies that

B
1+%62¢2 IO7T
the sum is finite. Replace the the cost push shock in the forward looking
term with the household estimate and redefine the coefficients

T = naﬁﬂt + Tent. (46)
The variance of inflation, 02, will then be

02 =020 4 1262 4 2covar(ten, nem‘t) (47)

14



where 02, and 02 are the variances of the actual and estimated cost-push

shocks. The covariance of the cost-push shock and the estimate of the cost-
push shock is positive and it is thus sufficient to show that the variance of
the estimate is decreasing in the magnitude of noise for also the variance
of inflation to be decreasing. With a perfectly informed policymaker, this
implies that the variance of the output gap is also decreasing since

S\ 2
012/,?: <7¢> o2, (48)

One should note that the variance of both inflation and output is positively
dependant on p and B. If either today tells us nothing about tomorrow,
i.e. if p is small, or if households don’t care much for tomorrow, i.e. if 8
is small, the variance of the estimates will have small consequences for the
variance of inflation and the output gap. We now turn to the question of
how the variance of the estimate, 02", is affected by less accurate household
indicators.

4.2.2 Noisy indicators and the variance of the estimates

In the figure below, simulated estimates of a cost push shock are plotted
for different measurement errors together with the actual cost-push shocks
hitting the economy.

Actual and Estimated Cost-push Shocks

— Actual shocks
— — Estimated shocks large errors
—— Estimated shocks small errors

Figure 1
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We can see that the larger the measurement errors, the closer to the
(zero) mean are the estimates.* To understand the mechanics of this, it is
instructive to look at the limit case of infinitely noisy indicators. In this
case the observation holds no information at all about any of the variables
and the best estimate of a variable is its unconditional mean. This does
not amount to systematic errors, since the true value of the shock is never
revealed to the partially informed agents. The same point can be made by
using the Kalman filter updating equation

Xl = pX[!ay o+ KNP - LX}, | — MX], — Biy) (49)
ehe = [1 0 0]Xx] (50)
and the formula for the Kalman gain matrix
K" = phpM(LhphL 4 5k )7L (51)
The variance of the estimates X t’Tt is given by the discrete Lyaponov equation

e = pSkxo + KNIKY (52)
J = covar(Z — LX},, ; — MX}!, — Biy)

Since p is a diagonal matrix, we can write the variance of the cost-push
shock estimate as .

2h 2\—1 - h
0% = (1-p2) " Kl JKY (53)

ET

where K f ; denotes the first row of the Kalman gain matrix. When the vari-

ance of the measurement errors, ¥ | becomes infinitely large the elements

of K" will approach zero. With K = 0, the updating equation (49) becomes
a deterministic difference equation converging to the zero mean from any
initial condition and the variance of the estimate will tend to zero.

The reduced variance of the cost-push estimate from an increase in noise
completes the link from household indicator noise to the variance of the
target variables. Less informed households thus tend to reduce the losses
suffered from inflation and output gap volatility.

5 Finding the partial information equilibrium dy-

namics

In the analysis above we found it useful to hold the responses of households
to shocks fixed when we discussed how noise affected the accuracy of policy,

4See Appendix C for the parameter values used in the graph.
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and vice versa we assumed that the central bank was perfectly informed
when we analyzed the impact of noise on the behavior of households. This
approach leaves out some of the interactions between one agent’s actions and
the informational content of the observation of the other (class of) agent(s).
For the agents of the model to solve their filtering problem efficiently, these
interactions must be taken into account. This section describes the agents’
perceived laws of motion of the observable variables and defines the equi-
librium dynamics as a fixed point in the mapping from perceived to actual
laws of motion.

5.1 The central bank’s perceived law of motion

The central bank perceives the endogenous variables to follow the process
. e) . cb cb ~cb
Ty = L Xt + Blt + Ct\t + H thl\tfl' (54)

The properties of the exogenous variables X; and the coefficients in L% and
B are derivable from the structural model and are independent of the mea-
surement errors, but the knowledge of these are not enough to efficiently
estimate the state of the economy. The central bank also need to know
the stochastic properties of the MA process capturing the hidden actions
of households, and these depend on the measurement errors of the indica-
tors observable by households. There are thus three objects in the central
bank’s perceived law of motion that cannot be determined independently
of the accuracy of the households’ indicator: The variance of Cg‘bt, ngé, the

covariance of the actions of households and the exogenous variables, ZZ&,
and the coefficients on the lagged shock vector in the MA process, H.

5.2 Households’ perceived law of motion

Households need to estimate X; and forecast policy tomorrow to form an
expectation of inflation and output. If the central bank were perfectly in-
formed, households expectations of inflation and output next period would
be given by

o =T MX],. (55)

We now want to find the optimal household forecast of inflation and output
when the central bank has only partial information.

The optimal proportionality between inflation and the output gap, as de-
scribed by the first order condition of the central bank, is attainable in each
period. Any deviation of the actual outcome from these proportions must
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stem from inaccurate information on behalf of the central bank. Similarly,
any deviation between households’ estimates of the target variables and the
optimal proportions must be due to informational discrepancies between
households and the central bank. From the perspective of the household,
this discrepancy can be viewed as an additional state variable, holding infor-
mation about next periods inflation and output gap.® The predictive power
of this additional state variable depends on the accuracy of the information
of both the central bank and households. Households expectations of next
periods inflation and output will be of the form

Py = TMX[ + H'C, (56)
o9
h h - h
G = <yt|t - y?\t + Tﬂtu) (57)

where the coefficients in H” have to be determined together with the accu-
racy of all agents indicators.

5.3 Finding the equilibrium dynamics

We have now introduced all the principal ingredients necessary to solve for
the dynamics of the whole system, i.e. the dynamics of not only the estimates

f‘t but also the endogenous variables z; as functions of the exogenous
shocks and the measurement errors. What remains is to determine the
four objects {EZ%,E?}(,H < H h}, and this have to be done numerically.

We need to find what Sargent (1991) calls the ’limited information rational
expectations equilibrium’, defined as a fixed point on the mapping from
perceived to actual laws of motion. The fixed point can be found by iterating
on the following algorithm.

1. Start with an initial guess of Egg, ZE{’X, He and H".

2. Calculate the optimal policy F' given the central banks perceived laws
of motion.

3. Use the structure of the economy to map the perceived laws of motion
of all classes of agents into actual laws of motion.

4. Replace the initial guess of Egg, ZE{’X,H < and H" with their actual
counterparts.

>One should note that this is true irrespectively of whether households or the central
bank are closer to knowing the true state.
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5. Repeat 1-4 until perceived and actual laws of motion have converged
for all agents.

This will imply that K?, P? also have converged and that we have a
system of the form N N
Xt = Hthl + € (58)

~ —~ !/
where X, = | X, X X! Z @ ¢, z’t} . The equilibrium im-

plies that the agent’s perception of {ZZJZ, ZEZ}O H® H h} are consistent with
their observations. The set up of the complete system and the solution
procedure is detailed in Appendix A.

6 Equilibrium dynamics, welfare and indicator ac-
curacy

With a process in the form of (58) it is straightforward to calculate the
expected value of the loss function

Ao =B | Y B [Aerk — Gean)® + Toar]
k=0

In this section we will see how the expected losses are affected when we
change the accuracy of the central bank’s and households private indicators,
as well as the accuracy of the indicator observable to both. The technical
details of calculating the expected loss and the parameters that were used
in the computation of the graphs of this section are given in Appendix B
and C.

In Figure 2 we have plotted expected losses (on the vertical axis) when
we vary the accuracy of the central banks’ private indicator (along the hor-
izontal axis).
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Figure 2

Here we can see that losses are increasing in the magnitude of the mea-
surement errors of the central banks private indicator, and that the result
from the previous section carries over to the full equilibrium case. Monetary
policy do benefit from increased accuracy of its private indicator. Where the
graph flattens out, the magnitude of noise has become so large in the private
indicator that the central bank relies entirely on the commonly observable
measures of output and inflation to set policy.

In the opposite sloping graph in Figure 3 below, we can confirm that
also the suggested effects of inaccurate household indicators carries over to
the full equilibrium dynamics.

o Household Indicator Accuracy

9.205 B

L L L L L
(] 001 0.0z 0.03 0.04 0.05 0.06

Measurement Error Standard Deviation

Figure 3
Losses are decreasing in the magnitude of the measurement errors and the
next section discusses how this can be interpreted at the micro level.
Will the positive or negative effect of measurement errors dominate when
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we vary the accuracy of the common information set? The derivations of
Section 5 suggested that the more persistent the shocks were, the more likely
was the positive effects of noise to dominate.

Common Indicator Accuracy: Low Persistence

—— Expected loss

0.2805 | El

0.2804

0.2803

0.2802}

0.2801

L L L L L L
0 001 0.0z 0.08 (0 005 0.06 007 0.08
Measurement Error Standard Deviation

Figure 4

Common Indicator Accuracy: High Persistence
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L
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Figure 5

That persistence of shocks can matter qualitatively is confirmed by in
Figure 4 and 5, where we have negative welfare effects of noise with small
shock persistence, and positive welfare effects with large shock persistence.
However, this is not a general result. We can get negative effects of noise for
any degree of persistence, by setting the private household indicator to be
accurate enough. Then the common indicator have little informational value
to the households, but may still be important for the filtering problem of
the central bank. The negative effect of less accurate policy then dominates.
The reverse results, but with positive effects for all degrees of persistence,
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can be obtained by having a very accurate private central bank indicator.

7 Why is household ignorance (micro) bliss?

Even when the mechanics of how less accurate household indicators leads to
less volatile output gaps and inflation, one may legitimately ask the ques-
tion "What prevents the agents from achieving this outcome under full in-
formation?’ To answer this question, it will be useful to quickly rehash the
argument in Woodford (2001) about the welfare implications of inflation
stabilization when prices are staggered.

Remember the CES aggregator of goods

= </Olct ()= dj)ﬁ. (59)

and note that the differentiated goods enter the index symmetrically and
with decreasing marginal weight. The optimal demand schedule for each
good

a(j) = —e(p(j) — o) + iy (60)

shows that if prices were the same for all goods, it would be optimal to con-
sume the same amount of each good. From an aggregate perspective, the
"price’ of the good is the amount of resources spent on producing it. When
the individual firms’ technology is symmetric and displays non-increasing
returns to scale, it will also be optimal for the aggregate economy to pro-
duce the same amount of each good. In a decentralized equilibrium this will
be achieved when the price for all goods are the same.® In a model with
staggered prices, i.e. a model where firms change prices infrequently and in
a non-synchronized fashion, inflation implies changes in the relative prices of
goods and pi(j) = pt V j only in the steady state. Inflation thus leads to an
inefficient composition of production and consumption. In a similar fashion
one can argue that changes in the output gap corresponds to non-efficient
variations in the relative price between goods today and goods tomorrow.
An intriguing feature of this type of models is thus that the first best out-
come can be achieved either through perfect price flexibility or perfect price
rigidity, given that a benevolent and perfectly informed policymaker set the
interest rate such that the economy always operate at the efficient potential
output level.

8This argument (and these types of models in general) rests on the assumption that
the economy consists of Yeoman farmers with perfect income insurance, or that all agents
symmetrically own and supply labor to all firms.
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So what prevents the agents from achieving the superior outcome under
full information? The pricing behavior of the structural model assumes that
each firms maximizes its own profit. The less desirable outcome stems from a
failure of the individual firms to internalize the aggregate effects of changing
prices. Less accurate information thus works as a coordinating mechanism,
that is detrimental to the individual firm, but beneficial to society as a
whole, by inducing the firms that do adjust prices in one period to adjust
them less aggressively. This can be contrasted to the results of Bomfim
(2001), who finds that even though less accurate information leads to less
volatile cycles also in a standard RBC framework, they do not represent
welfare improvements. In his model, the perfect information responses are
optimal responses to the shocks hitting the economy.

8 Some concluding remarks

In the analysis above, we have argued that assuming a common information
set shared by the public and the central bank may be inappropriate when one
is concerned with the value of information it self. Specifically, we argued that
it may lead one to draw the conclusion that monetary policy do not benefit
from accurate real time data. However, when a model of diverse information
was set up, we could show that the central bank and the representative
household do benefit from a well informed monetary policy. However, we
also showed that monetary policy improved when the accuracy of the private
household information set was decreased, due to weaker responses to shocks.
We argued that this decreases the relative price distortions due to staggered
prices, and that less precise household indicators improves the welfare of the
representative consumer.

We cannot a priori say which one of these effects that will dominate when
the accuracy of the common information set is changed, but our analysis
pointed out that the positive effects of more noise are likely to be smaller,
either when the households do not care much about the future, or when to-
day’s shock have little predictive power of future shocks, i.e. with low shock
persistence. Indeed, we could produce opposite welfare effects of increased
accuracy by varying the persistence of cost push shocks, holding all other
parameters fixed.

One should note the difference between the forces at work in the model
presented here, and those at work in models where households are perfectly
informed. As Pearlman (1991) and Nimark (2003) point out, partially in-
formed discretionary policy tends to display more inertia, and thus mimics
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the behavior of optimal policy under commitment. In the absence of a
commitment technology, noise in the central bank’s indicators can improve
welfare. Under the assumption of a perfectly informed public, the positive
effects of noise disappears when a commitment technology exists. However,
the positive welfare effects of a badly informed public should be robust to
the existence of a commitment technology.

An implication of the negative welfare consequences of a well informed
public is that central banks should be restrictive with publishing their real
time data. This result holds regardless of whether the central bank is better
or worse informed than the public, since any additional information released
to the public will improve the accuracy of the households’ filtering problem.
This is both in line with and contrary to previous results by Amato and
Shin (2003), who also find that a central bank should not release its real
time data to the public. The mechanics behind their result is different from
the one in the present paper though, and relies on the (realistic) assumption
of diversity of information within households. In their model, it is the as-
sumption that the released information is common among households that
makes it detrimental to welfare, not its accuracy. Indeed, they find that the
release of indicator data to the public is less detrimental to welfare the more
accurate it is.

There are of course other reasons why transparency may be desirable
that are not covered in the present paper. One often cited such reason is
accountability. Access to the real time data that past decisions were based on
is vital to a fair judgement of those decisions. In practice there should thus
exist a trade off between the negative effects of transparency put forward in
this paper, and the need to hold decision makers accountable.

The present paper points out some directions of possible future research.
The quantitative importance of the welfare effects of indicator accuracy are
largely unknown. To address this issue we need to develop convincing meth-
ods of characterizing present indicator uncertainty. The paper by Lippi and
Neri (2003) is a first important step in this direction. This may also lead
us to revise estimates of the structural parameters of the model, since these
are not independent of the size of measurement errors or of the information
structures assumed.
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A The Partial and Diverse Information Model:
Set up and solution.

Write the structural model of Section 2 as

@ = GXy+ Ty, + Bi, (61)
Xy = pXi—1+w (62)
G = Gy'G,T=Gy'Ti,B=Gy'B. (63)
(1 =6 6 0 -8
0 0
n - [fl],a:[_l} (65)
8 v
A.1 Agents’ perceived laws of motion
The central bank will fit the following process
@y = LXy + Big + (5l + H(P g g (66)
while households will fit
= GX: + Tx?_,_l‘t + Bt (67)
$?+1|t = (G + Mh) PXﬁt + th‘,z\t (68)
_ o9
Gy = (y?t ~ T + ywﬁt) (69)

(66) to (69) are the central bank’s and households’ perceived laws of motion
of the endogenous variables.

A.2 Defining the observables Z;

Zt:D[Xt]+vt, (70)
Tt
Zi = D'Z (71)
00010
00001
P=19000 1|
00001
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A.3 Estimating the state
A.3.1 The signal extraction problem of the central bank

The central bank need to estimate the state vector )A(td’ defined as
!/
Xit = [X0, ¢, ¢t

where the estimate X<

it will be given by

Xt|t X\t L+ E? (Zth LCbXt|t 1 MCbXt\t)

where

ch — ch [ G I ch ]
Mcb — chBF
ch — Pchcb/(chPchcb/ + Ecb )71
VU

Pcb _ ﬁ(PCb . Pchcb/(chPchcb/ + Egl;})fchchb)ﬁ/ + icd)u

p 00 Suuw 00
po= | = (32) e 00| Sh=| 0 Z% o0
0 I o0 0 0 0
Note that

Xt\t 1 _pXt 1)t—1-
A.3.2 The optimal interest rate under discretion

The optimal interest rate under discretion is set such that

8A§|bt

=0
01t

subject to the central bank’s perceived law of motion

= GX; + Biy + () + HC 1 4
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The linear-quadratic framework implies that the optimal interest rate
can be written as linear function F' of the estimated extended state X

tlt
s v cb
= FXyy (80)
where
= 7b_19%>‘l’29£ _ bigio+Abagao
F = [ bl+)\b% b%+)\bz 0 (81)
__ b _ b _ bih§i+bohsh  bah§h+Abahgh ]
b3 +b3 b3 +b3 b2+ b3 EESYY:

Lower case letters denote element; ; of the coefficient matrices denoted by
the corresponding capital letters.
Households’ estimate X", will be

tlt
Xt}|Lt = Xt}\lt—l + K" (Zth - LhXt}\Lt—l - Mhth|Lt - Bit) (82)
where
Kh _ Pth/(LhPth/ + ZZU)—]. (83)
Ph — p(Ph o Pth/(LhPth/ + ZZU)_thPh)pl + Z}E““ (84)
" = D'G (85)
k
o ) 8

TI5257 D k=1 (T/%) 0
M = ph 1+382¢% k=1 \1+36%¢7 . + DT H)

A 1+%52¢2 k=1 1_._%52(]52 Pr Py
A= [[% 1]G-[0 0 1]] (87)

A.4 The actual law of motion

The perceived laws of motion can be mapped into an AR(1) actual law of
motion

X7 [ Xea ] o
b Y cb
thLt thfl\tfl 0
Xt X a1 0
v
M| % | =m| Z1 | 4|V (88)
Ty Ti—1 0
gb thlil 0
Ctle Cr1j¢-1 0
L | i ] L O
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Where

0

0 O
0 O
0

0
FCbDCb
rhph

O O N

~N o O

(90)
(91)
(92)
(93)

-1
0

0

7ch
0 0 0 07
0 00O
0 00O
0 00O
0 00O
0 00O
0 00O
0 00O

~ O O O

0

0
0 0O
0
0
0
0
Evv
0
0
0
0

0

H)’thl + e
IT = T,
0
0
0
0
0
0
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0
0
0
0
0

X,

0

0
Eee = Ha v

\chb — [[I 4 chMcb] *1/p\_ [I 4 KCbMCb] -1 chch/ﬁ}

vt |[14+ K" 7 p— [T+ KMT) KL

FCb - _ [I + KCbMCb] -1 ch
or

Th = — [T+ K"M"] ' K"

where €; has covariance



A.5 Finding the implied actual laws

To find the actual {ngé, 23?4, H®, Hh} , given the system (91) we first need

to find the covariance matrix of X;.This is given by the discrete Lyaponov
equation
Yz = Bee + 'S5 11 (94)

One should note that the true’ & is included as a state variable defined as
¢ =y — Biy — HOC? .

This is necessary to find the implied actual Eg’é and 23?4, given by the

elements of ¥z corresponding to the covariance of the ’true’ Cfb with itself,
and the exogenous process X;. The implied actual coefficient matrices H
and H" can be found by

HY = 00 S (95)
H" = 13,0, 50 (96)
where
Ezg“cb = covar (l’t, Cfb> aECch = COUCLT’( gb)’

Yech = covar (:Bt,gﬁt>.

A.6 Finding the limited information rational expectations

equilibrium
1. (Sécg)rt with an initial guess of H, Zglé, Eg?(: and H" in (74), (78), and

2. Calculate the optimal policy F' given the central banks perceived laws
of motion.

3. Use (88) -(96) to map the perceived laws of motion of all classes of
agents into actual laws of motion.

4. Replace the initial guess of H, 222’23?4 and H" with their actual
counterparts.

5. Repeat 1-4 until perceived and actual laws of motion have converged
for all agents.
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B Computing the loss function

The procedure is a slightly modified version of the one described in Séderlind
(1999). Start by rewriting the loss function (29) in matrix form as

L= E Z@Z’)%—Q’RQEHI. (97)
=0
where
Qa3 = [gx 0 0 0 ¢ 00 0 0], (98)
00 O 1 0
1 0
R = [0 )\] (100)

The loss function can now be calculated as

L= X|VX; + trace (V¥ee) (101)

B
1-p5
V' can be found by iterating (backwards in 'time’) on

Vi = Q'RQ + BII'VeuqII (102)

C Parameter values used in figures

Figure pr p, Pz Ouyl  Ou2 Ouy3

1 |5 5 9 01/10

2 |5 5 .9 - 0.01 0.2

3 15 5 .9 02 001 -

4 |1 5 5 004 - 02

5 |9 5 5 004 - 02
B v ¢ € 0 o Oy Oy Our
99 2 13 10 § 0.035 0.015 0.01 0.001
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