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Abstract

The paper shows that central bank communication is a key determinant of the market’s ability to
anticipate monetary policy decisions and the future path of interest rates. Comparing
communication policies by the Federal Reserve, the Bank of England and the ECB since 1999,
we find that communicating the diversity of views among committee members about monetary
policy lowers the market’s ability to anticipate policy decisions as well as the future path of
interest rates. This effect is sizeable, accounting for instance for one third to half of the prediction
errors of FOMC policy decisions. By contrast, individualistic communication regarding the
economic outlook is found to be beneficial for the Federal Reserve, enabling market participants
to better anticipate the future path of interest rates. Thus, it is the collegiality of views on
monetary policy but the diversity of views on the economic outlook that enhance the

effectiveness of central bank communication.

JEL classification: E43, E52, E58, G12

Keywords: communication; monetary policy; committee; effectiveness; economic outlook;

Federal Reserve; Bank of England; European Central Bank.
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Non-technical summary

Communication plays a central role for monetary policy making. Central banks have direct
control only over a single interest rate, usually the overnight rate, while their success in
achieving their mandate requires that they are able to influence asset prices and interest rates
at all maturities. Effective communication as much as credible policy actions are of
fundamental importance for achieving these objectives. As in most central banks decisions are
taken by a committee, the question arises whether committee members should communicate
in a collegial manner, by conveying the consensus or majority view of the committee, or in an
individualistic way, by stressing and conveying the diversity of views among the committee
members. Communicating the diversity among individual committee members might help
markets understand better the uncertainties surrounding the current assessment of the
monetary policy stance. On the other hand, dispersed communication may not necessarily
provide greater clarity and common understanding among market participants, making it
advisable for central banks to communicate “with one voice”.

This paper analyses which elements of communication are effective in raising predictability
of upcoming policy decisions and the future path of monetary policy and reducing market
uncertainty. For this purpose, we analyse the communication strategies pursued by the
Federal Reserve, the Bank of England and the European Central Bank for the time period
from January 1999 until May 2004. These three central banks have been shown to have
fundamentally different strategies, with the Federal Reserve being more individualistic in its
communication as FOMC members mostly express their personal views in the inter-meeting
period, while the Bank of England and the ECB have followed more collegial strategies
where statements of committee members mostly reflect the views of the committee as a whole
and are consistent with one another

The paper finds that a higher degree of dispersion in the communication about the monetary
policy inclination by committee members worsens the ability of financial markets to
anticipate future monetary policy decisions and raises the degree of market uncertainty, a
finding that is apparent for all three central banks. This effect is sizeable, as dispersion in the
communication on monetary policy among FOMC members, for instance, accounts for about
one third to one half of the market’s prediction errors of FOMC monetary policy decisions
since 1999. On the other hand, communicating the risks and diversity of views regarding the
economic outlook enhances the financial markets’ ability to anticipate the future path of
interest rates, although this is found to be the case only for the Federal Reserve. Moreover, we
find that also the balance-of-risk assessment provided by the FOMC since May 1999 has
helped markets anticipate the future path of interest rates. Finally, a higher frequency of
communication also tends to help markets predict future monetary policy decisions.

The findings of the paper suggest a number of policy implications. Communication has an
important role in helping markets anticipate monetary policy and reducing market
uncertainty. However, the contrasting findings with regard to the effects of dispersed
communication about the monetary policy inclination and the economic outlook suggest that
central banks should distinguish between these two types of communication. It is the
collegiality of views on monetary policy but the diversity of views on the economic outlook
that appear to enhance the effectiveness of central bank communication and policy making.
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1. Introduction

Communication plays a central role for monetary policy making. Central banks have direct
control only over a single interest rate, usually the overnight rate, while their success in
achieving their mandate — whether the focus is on price stability or on economic activity —
requires that they are able to influence asset prices and interest rates at all maturities.
Effective communication as much as credible policy actions are of fundamental importance
for achieving these objectives.

But how should central banks communicate? In particular, should they communicate in a
collegial manner, by conveying the consensus or majority view of the committee, or in an
individualistic way, by stressing and conveying the diversity of views among the committee
members? On the one hand, some policy-makers have argued that it is important to
communicate this diversity among individual committee members as it helps markets
understand the risks surrounding policy decisions and anticipate monetary policy decisions
(e.g. Bernanke 2004). On the other hand, others have argued that such a communication
strategy may not necessarily provide greater clarity and common understanding among
market participants and thus that it may be important for central banks to communicate “with
one voice” (e.g. Issing 1999, 2005).

We start from the conjecture that central bank communication strategies pursue two central
goals: first, to allow financial markets to anticipate the policy decisions as well as the future
path of monetary policy; and second, to reduce the uncertainty surrounding these
expectations. Of course, this does not imply that it may not be necessary at times to surprise
markets with policy decisions, but in principle a high degree of predictability and a low
degree of uncertainty are important elements for the credibility and effectiveness of monetary
policy.

The paper analyses which elements of communication strategies are effective in achieving
these objectives of raising predictability and reducing market uncertainty. For this purpose,
we analyse the communication strategies pursued by the Federal Reserve, the Bank of
England and the European Central Bank for the time period from January 1999 until May
2004. These three central banks have been shown to have fundamentally different strategies,
with the Federal Reserve being more individualistic in its communication as FOMC members
mostly express their personal views in the inter-meeting period, while the Bank of England
and the ECB have followed more collegial strategies where statements of committee members
mostly reflect the views of the committee as a whole and are consistent with one another
(Ehrmann and Fratzscher 2005c). There may be various reasons for the adoption of such
fundamentally different communication strategies, and to some extent the differences may
reflect the political and institutional environments the three central banks operate in.

In our analysis we distinguish between several distinct elements of communication strategies.
First, we analyse the effect of communication dispersion, i.e. the degree of disagreement
among committee members — as well as the disagreement with committee statements — about
the future path of monetary policy and about the economic outlook. In particular we ask: does
more or less dispersion lead to better predictability of monetary policy decisions and less
uncertainty? Second, we ask whether the frequency and the information content of
communication affect the predictability of decisions and the underlying uncertainty. And
third, we study and control for the effects of several other factors, such as the degree of
uncertainty created by the release of macroeconomic data and other sources of uncertainty.

The empirical results are compelling by showing that a higher degree of communication
dispersion among committee members about monetary policy worsens the ability of financial
markets to anticipate future monetary policy decisions and raises the degree of market
uncertainty. This finding is highly robust and significant across all three central banks. And it
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is sizeable in its magnitude as dispersion in the communication on monetary policy among
FOMC members, for instance, accounts for about one third to one half of the market’s
prediction errors of FOMC monetary policy decisions since 1999. The second key result is
that communicating the risks and diversity of views on the committee surrounding the
economic outlook enhances the financial markets’ ability to anticipate the future path of
interest rates. This finding, however, is present in the data only for the Federal Reserve. This
may imply that this characteristic is specific only to the communication strategy of the
Federal Reserve, or alternatively may reflect differences in monetary policy strategies in that
the Bank of England’s and the ECB’s primary focus is on price stability. Moreover, we find
that also the balance-of-risk assessment provided by the FOMC since May 1999 has helped
markets anticipate the future path of interest rates. Finally, a higher frequency of
communication also tends to help markets predict future monetary policy decisions. This
evidence is suggestive that markets may take some time to fully incorporate information and
communication by central banks, and thus that frequent statements, independent of whether or
not they are in line with previous statements with the committee or other committee members,
may enable markets to better anticipate policy decisions.

The findings of the paper suggest a number of policy implications. Overall, the results imply
that communication indeed plays a central role for helping markets anticipate monetary policy
as well as for reducing market uncertainty. However, central bank communication on
monetary policy that is dispersed and shows the disagreement within the committee worsens
the predictability of decisions and raises market volatility. By contrast, communication that
provides a variety of views on the economic outlook and surrounding risks may help financial
markets to better understand the economic environment and thus the likely future path of
monetary policy. Overall, this suggests that it is important for central banks to distinguish
between communicating information about monetary policy and the economic outlook. It is
the collegiality of views on monetary policy but the diversity of views on the economic
outlook that appear to enhance the effectiveness of central bank communication and policy
making.

The paper is organised in the following way. Section 2 offers a brief discussion of the
communication strategies of the three central banks and a brief review of the related literature
on central bank communication. Section 3 outlines the measurement of communication and
its dispersion in the three central banks. The hypotheses, the underlying data and the
methodology for the empirical analysis are presented in section 4. Section 5 then provides the
empirical analysis of the effects and effectiveness of communication, as well as several
robustness tests. Section 6 offers conclusions and draws some policy implications.

2. Central bank communication and committees

Central bank communication in principle occurs through two channels: by the policy-making
committee and by its individual members. The former may include statements commenting
and explaining decisions on meeting days but also publications in the inter-meeting period
such as minutes of past meetings or Inflation Reports and Monthly Bulletins. However, the
communication by individual committee members — such as through testimonies, speeches
and interviews — is highly influential as it may provide more detailed information, in
particular about the diversity of views and the discussions in the committee, and is usually far
more flexible in its timing and content than the statements by the committee itself.

Two important choices central banks need to make relate to the amount of information they
may wish to provide to the public as well as on the extent to which they reveal diversity of
views in the committee. Each of these two choices is important and can be highly sensitive.
To the former, many central banks provide some information about the likely future path of
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monetary policy and the economic outlook. But how explicit should a central bank be in this
regard? Many central banks publish their staff projections about key economic variables, and
some also reveal explicit inflation projections. Others have even gone so far as to provide an
explicit forecast of their likely path of future monetary policy rates. While more, and more
explicit information may help guide financial markets, there are several risks behind such
communication strategies. In particular, such information may be falsely understood by
financial markets as implying explicit commitments on behalf of central banks, rather than
conditional commitments that may have to be altered, sometimes even radically if underlying
economic conditions change.

The second choice for a communication strategy is how much of the diversity of views in the
committee a central bank may wish to provide to the public. Forward-looking information is
generally surrounded by a substantial degree of uncertainty, which may change over time and
be dependent on a variety of economic factors. A central bank must decide to what extent it
wants to provide the public with information about the uncertainty it sees, to provide an
assessment of the risks and the degree of uncertainty of the economic environment
surrounding monetary policy making and to allow market participants to hedge against these
risks. But how much of this information should central banks communicate? And in
particular, how much of the diversity of views and the disagreement among committee
members should be provided to the public?

Several studies in the literature imply that communication, and communication dispersion in
particular, may not necessarily be desirable. Amato, Morris and Shin (2002), based on the
conceptual work in Morris and Shin (2002), suggest that central bank communication may at
times lead markets away from equilibrium, though Svensson (2005) argues that the validity of
this argument is based on rather strong assumptions regarding the signal-to-noise ratio of
central bank communication. Others (e.g. Winkler 2000) underline that more information, in
particular if it reveals dispersion among committee members, may be undesirable if it
reduces the degree of clarity and common understanding among market participants.
Moreover, there is a limit to how much information individuals can digest (e.g. Kahneman
2003). Thus communication, and underlying transparency of central banks, may not be an end
itself, but merely a means that allows the central bank to fulfil its mandate more effectively
(Mishkin 2004).

On the empirical side, a number of recent studies have analysed the effect of communication
on asset prices. Kohn and Sack (2004) investigate the effect of statements by Federal Reserve
Chairman Greenspan on the volatility of various asset prices and find that overall they have
had a sizeable effect. Ehrmann and Fratzscher (2005c) take a broader perspective by
analysing and comparing the effects of communication on monetary policy and the economic
outlook between the Federal Reserve, the Bank of England and the ECB. The paper finds that
communication about the monetary policy inclination of committee members is highly
effective, but that markets react significantly to statements about the economic outlook only
by the FOMC. Moreover, the paper compares the degree of communication dispersion and
relates it to the voting behaviour and the predictability of decisions by the three central banks.

Other papers that have focused on the content and dispersion of communication are Jansen
and de Haan (2004) who have found that the degree of dispersion in the ECB’s
communication about the outlook for monetary policy was higher in the initial period after is
start in 1999 and has declined over time. Gerlach (2004) analyses the content of the
introductory statements of the ECB’s Monthly Bulletins and concludes that it can explain well
the overall interest rate setting of the euro area.

Giirkaynak, Sack and Swanson (2005) and Ehrmann and Fratzscher (2005b) concentrate on

the communication of the Federal Reserve on FOMC meeting days, in particular the
effectiveness of the balance-of-risks assessments the Federal Reserve has been providing
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since May 1999. Giirkaynak, Sack and Swanson (2005) find that the bias has indeed been an
effective guide of market expectations about the path of monetary policy. Ehrmann and
Fratzscher (2005b) also find that the balance-of-risks assessment has enhanced the market’s
ability to anticipate future decisions, but that this type of information has crowded out other
sources of information. The paper shows that financial markets were equally good in
anticipating the Federal Reserve’s policy decisions prior to 1999 as they are under the new
disclosure regime since 1999. In particular, markets drew more information from other types
of FOMC communication prior to 1999, so that on average market participants nowadays
obtain their information more directly through balance-of-risks assessments but are overall
not better in predicting decisions. Moreover, Bernanke, Reinhart and Sack (2004), Eggertsson
and Woodford (2003) and Woodford (2005) stress that communication by the Federal
Reserve has been particularly important when there was a risk that the US economy might be
heading into a deflation and interest rates might hit the zero lower bound.

Blinder and Wyplosz (2004) provide a broader framework for analysing the functioning and
set-up of different central bank committees. They distinguish between collegial and
individualistic committees and central banks where decisions are taken by individuals, such as
e.g. the Reserve Bank of New Zealand. Their study encompasses a wider strand of the
literature that has analysed the role of committees in the decision-making process. There is a
broad consensus that decision-making in committees has improved the overall quality of the
decisions, partly because it allows for learning and pooling of information (Blinder and
Morgan 2005; Lombardelli, Proudman and Talbot 2005) and partly because it enhances the
flexibility of policy to respond to shocks of different magnitude and nature (Sibert 2003,
Mihov and Sibert 2004). At the same time, it has been shown that the voting record of
committees, if released to the public, can provide useful information about future monetary
policy decisions (Gerlach-Kristen 2004).

Despite these various strands of the literature on central bank communication, to our
knowledge no paper has so far attempted to provide a systematic assessment of the
effectiveness of communication for monetary policy making. In particular, understanding
how communication affects the predictability of policy decisions and the path of future
interest rates as well as the degree of market uncertainty surrounding policy decisions is
crucial for assessing the overall effectiveness and success of central bank communication
strategies. This is the objective of the remainder of the paper and its intended contribution to
the literature.

3. Measuring communication and its dispersion

We now turn to the issue of measuring communication by the policy-setting committees and
its members. In particular, for the purpose of the analysis we want to identify a measure of
communication dispersion or disagreement among the committee members.

3.1 Communication

Central bank communication occurs through two principal channels: statements by the
committee as a whole, and statements by the individual committee members. There may be
various motivations for central banks to choose their communication strategies and to balance
their communication between statements of the committee and those by the individual
committee members. Many central bank committees, including those of the Federal Reserve,
the Bank of England and the European Central Bank, in general make statements at pre-
announced dates, usually using a standard format in terms of language and structure. Since
May 1999 the FOMC issues a statement explaining its policy decision on its meeting days,
also offering a balance-of-risks assessment about its views of underlying risks to inflation and
to the economic outlook. The Governing Council of the ECB provides an introductory
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statement followed by a press conference, where the President and Vice-President answer
additional questions from the media. The MPC of the Bank of England often does not provide
any explanatory statements when it announces decisions that monetary policy rates remain
unchanged.

Each of the three committees provides some additional information during the inter-meeting
period: The FOMC and the MPC publish the Minutes, the ECB its Monthly Bulletin.
Additional important publications by central banks are the quarterly Inflation Report by the
Bank of England, the Beige Book by the Federal Reserve and the Annual Report by the ECB.

By contrast, the communication by the individual committee members — such as testimonies,
speeches and interviews — occur much more frequently and tend to be more flexible in their
timing and content. Although some of these statements, in particular testimonies to the
legislatures, tend to be at pre-determined dates and have a fixed content in terms of topics, the
great majority of statements by committee members are discretionary in nature and thus give
the central banks a substantial degree of flexibility and the ability to communicate virtually at
any time and on any topic it chooses.

For the measurement of communication, we want to obtain all pieces of communication of
each central bank, by the committee as well as by its individual members, which are relevant
for monetary policy. We use the newswire service Reuters News to extract all statements by
the committee members in real time, i.e. on the day they occur. We are also careful in
focusing on forward-looking statements and in avoiding duplication of statements in the
database. We make a distinction between statements about the monetary policy inclination
and statements about the economic outlook. The extraction is done in a mechanical manner
using a set of search words, including the name of the policy maker together with the words
interest rates, monetary policy or inflation for statements about monetary policy and together
with the words economy and economic outlook for the second type of communication.
Although different classifications are possible, we decided to adopt such a relatively simple
categorisation, also following the examples by the work of Guthrie and Wright (2000), Kohn
and Sack (2004) and Ehrmann and Fratzscher (2005c).

As a final step, we classify the statements by the committee members into those that indicate
an inclination towards monetary policy tightening, those that suggest an easing, and those that
are neutral. An analogous classification is done for the communication on the economic
outlook:

+1 tightening inclination
chro= 0 no inclination

-1 easing inclination

+1 stronger econ. outlook
cre = 0 unchanged econ. outlook

-1 weaker econ. outlook

The classification of the statements is important and thus needs a more detailed discussion.
The technique of extracting meaning from language is often referred to as content analysis
(e.g. Holsti 1969). The idea of content analysis is to devise a number of rules to provide a
clean classification and to minimise the number of false classifications. In our case, the
statements have been double-checked by the authors and independently by the research
analyst. In case there was a disagreement on the classification, other reports were used to
classify the statement. A statement was discarded if no agreement could be reached. Overall,
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most statements were judged to be unanimous and only a relatively small number of
statements was excluded from the analysis.

Nevertheless, a number of additional caveats should be stressed at this point. First, the list of
statements included in our database may not capture all statements by all committee members
as Reuters News may be selective in its reporting. Second, statements by policy-makers may
be misreported or be misinterpreted by the markets, and may thus trigger a reaction that is
undesired by the policy maker and his or her central bank committee. Although we recognise
the potential relevance of these caveats, for the purpose of this study we are primarily
interested in the information that market participants receive, and thus we are less concerned
for instance by the fact that newswire services may decide not to report all statements.

Table 1 provides an overview of the communication data in our database for the three central
banks. The number of statements by committee members of the three central banks is larger
for the Federal Reserve and the ECB and lower for the Bank of England, partly reflecting the
larger number of committee members for the two former — 19 and 18 members for the FOMC
and the Governing Council respectively — compared to 9 members in the MPC of the Bank of
England. Moreover, a notable difference between the three central banks lies in the
significantly larger number of neutral statements by MPC and Governing Council members as
compared to FOMC members. As argued in Ehrmann and Fratzscher (2005c) these
differences reflect mainly different communication strategies by the three central banks. We
will return to this issue below when discussing communication dispersion.

As an alternative classification of communication, we use the reaction of three-month interest
rates on the day of the statement, or more precisely the difference of the closing quote with
that of the previous day, as a proxy for the content of each statement. For instance, a
statement on monetary policy on a day when interest rates rise is classified as a tightening
statement. This same classification is used for the releases of statements by the committee as
a whole (Minutes but the FOMC and the MPC, Inflation Report of the bank of England,
Monthly Bulletin and Annual Report by the ECB). Clearly, such a classification procedure
may be imprecise as several other pieces of relevant news may occur on the day when a
statement is made. However, we use this classification mainly as a robustness check in our
analysis. In fact, given the importance of central bank communication for interest rates it
turns out that both classification procedures provide very similar classifications of the
statements and the empirical results below are robust to using either one.

3.2 Communication dispersion

As a second step, we are interested in measuring the degree of disagreement or dispersion of
communication across committee members as well as between statements by individual
committee members with those by the committee. An important starting point is the question
of which time span to choose for measuring communication dispersion. The inter-meeting
period between two monetary policy meetings seems a natural choice of data frequency
because it is surrounded by two policy decisions by the committee. Each meeting provides a
decision on monetary policy rates, and subsequently market participants have to start anew to
form their expectations about the subsequent policy decision. Market participants use the
communication provided by the committee and by individual members, as well as other types
of information such as macroeconomic news, to shape their expectations about the future
policy decisions."

! Note that this implies a relatively small sample size of 43 observations for the Federal Reserve, 63 for
the Bank of England and 97 for the ECB.
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Figure 1 illustrates in a stylised fashion the sequence in each inter-meeting period. After a few
days following each policy meeting, statements are provided by the committee or by
members. The flow of communication continues until before the subsequent policy meeting,
though often committee members may have agreed on a purdah or blackout period, i.c. a
certain number of days before each meeting (or other important events such as testimonies)
during which no external communication to the public is taking place. We term the period
during which communication takes place as our “communication event window” and the
periods before and after as pre-event and post-event windows.

As our main objective of the paper is to understand the impact of communication on the
predictability of decisions, we are primarily interested in the effectiveness of communication
events as such, and not merely in the individual statements that constitute each event. Hence
our unit of observation is each inter-meeting period and its corresponding communication
event.

An important element of communication for our analysis is the degree of dispersion or
disagreement among committee members. To measure the degree of dispersion in each inter-
meeting period, we use the dispersion measure used in Jansen and de Haan (2004) and
Ehrmann and Fratzscher (2005¢), which is defined as follows:

S e .,
1-(v*-p)

MP
Qt

with N as the number of statements in the inter-meeting period t, C'" the statements on
monetary policy classified as {-1,0,+1}, as outlined above, and a dummy D with D=0 if N is
an even number and D=1 if it is odd. This normalisation allows us to obtain a dispersion
measure that lies strictly between zero and one, with Q. = 0 if no dispersion is present and all
committee members provide statements with the same inclination about monetary policy. Q, =
1 if there is a maximum of degree of dispersion across statements within an inter-meeting
period t. An analogous definition of dispersion is used for statements between committee
members and that of the committee as a whole in the inter-meeting period, as well as for
statements about the economic outlook C* as discussed above.

Table 2 shows some summary statistics of these different communication dispersion measures
for the three central banks. A number of interesting stylised facts stand out. In particular, the
degree of dispersion is highest for communication of FOMC members. For instance,
monetary policy communication dispersion is with 0.278 among FOMC members about twice
as large as that of Governing Council members and even larger than that of the MPC. This
underlines that the Federal Reserve is pursuing a highly individualistic communication
strategy, though one in which the Fed Chairman may take a prominent role, and in which
individual members express their personal views about monetary policy and the economic
outlook. By contrast, communication at the Bank of England and the ECB is more collegial.

It is important to emphasise that these differences may not imply that FOMC members are
more or more often in disagreement about monetary policy decisions than their peers at the
MPC or the Governing Council. As explained by some policy-makers (e.g. Bernanke 2004),
the FOMC may intentionally choose to share the diversity of views of its members with the
public, whereas the approach of the Bank of England and the ECB is more collegial and thus
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exhibits a substantially lower degree of dispersion. Somewhat surprising may be the finding
of a relatively low degree of dispersion for the Bank of England as the MPC is generally
perceived to be a relatively individualistic committee (Blinder and Wyplosz 2004). Only part
of this low dispersion is due to the lower overall number of statements by the relatively fewer
MPC committee members. Another reason for the low dispersion may be explained by
internal agreements among MPC members to either not communicate or to communicate the
committee view, rather than their personal views, before some important statements by the
MPC, such as the release of the Minutes or the Inflation Report. A detailed discussion of
these issues is provided by Blinder and Wyplosz (2004) and Ehrmann and Fratzscher (2005¢).

4. Hypothesis, data and methodology

Two central goals of central bank communication strategies are, first, to enable financial
markets to anticipate well the future path of monetary policy; and second, to reduce the
uncertainty surrounding these expectations. Of course, this does not imply that it may not be
necessary at times to surprise markets with policy decisions, but in principle a high degree of
predictability and a low degree of uncertainty are important elements for the credibility and
effectiveness of monetary policy. This section discusses the key hypothesis and the data
definitions and sources used (section 4.1), and then outlines the empirical methodology
(section 4.2).

4.1 Hypothesis and data

A successful communication strategy should imply that monetary policy decisions are
anticipated well by financial markets. We employ two alternative proxies as measures of
predictability: first, the surprise component of interest rate decisions, measured as the
absolute value of the difference between the actual decision and the mean of the survey
expectations conducted by Reuters. Reuters conducts these surveys among a fairly wide set of
market participants and observers a few days before each decision. This survey-based
measure has been shown to be an efficient and unbiased proxy for the surprise component of
monetary policy decisions (Ehrmann and Fratzscher 2005a). As an alternative measure, we
use the absolute change of the one-month interest rate on the day of the monetary policy
meeting. For the United States, we also tested the change of the Fed funds future rates on
FOMC meeting days. The results proved robust to using this proxy, but due to lack of
comparable data for the UK and the euro area, our preferred measure is the one based on the
survey data.

As the second objective, markets should exhibit a low degree of uncertainty surrounding
monetary policy decisions if the path of monetary policy is well understood. We therefore
also analyse the behaviour of interest rate volatility prior to monetary policy meetings. We do
so through the standard deviation of the daily changes in three-month money market or t-bill
rates immediately prior to each meeting, but restricted to the post-event period (see Figure 1),
i.e. to a period when no communication occurs, in order to avoid a possible endogeneity
problem with central bank communication.

Table 2 shows some summary statistics for predictability and interest rate volatility around
decisions for the Federal Reserve, the Bank of England and the ECB for the time period
covering January 1999 until May 2004. The table indicates that policy decisions by the
Federal Reserve and the ECB are most predictable as the surprise components of policy
decisions have been on average 3.4 basis points for the FOMC and 3.0 basis points for the
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Governing Council. MPC decisions are somewhat less predictable as the average surprise has
been 4.8 basis points since 1999.2

What explains the predictability of monetary policy decisions? There are several factors that
may influence that predictability of policy decisions. The main variables of interest to us here
are the ones of central bank communication. The communication variables include the
dispersion measures across committee members and vis-a-vis the committee as a whole, as
discussed in section 3, but also the frequency of communication and the size of
communication effects. The frequency is measured as the number of central bank statements
by the committee and its members, while the size variable is the cumulated change in three-
month interest rates on communication days in the inter-meeting period. The reasoning for
including these variables is that it may not only be the dispersion of communication, but also
the relevance and importance of the statements that influence the predictability of decisions.

Of course communication is only one factor determining the predictability of monetary policy
decisions. Policy decisions may be hardest to predict when there is a high degree of
underlying economic uncertainty. In such an environment, it is more likely that economic
news are contradictory and do not provide a unanimous message about the path of the
economy. We proxy such market uncertainty in two separate ways. A first measure is to
analyse the uncertainty and conflicting messages emanating from the release of
macroeconomic news in the inter-meeting period. We use ten of the most relevant
macroeconomic news releases for each of the three countries and areas to construct a macro
news dispersion measure similar to those for communication dispersion defined in (1).}

As for communication, the classification of macro news surprises is done in two ways: a first
one by classifying them according to the expected impact on interest rates, e.g. a positive US
GDP surprise should lead to higher interest rates, while a rise e.g. in US unemployment
should induce lower rates. The second proxy is similar to the alternative one for
communication dispersion as we use the actual reaction of interest rates on the day of the
release as a proxy for whether the news was perceived by the markets as a positive or as a
negative signal about the economy. Both proxies produce very similar measures of macro
news dispersion. Moreover, similar to that for communication also the frequency and overall
market impact of macro news are included as controls.

Second, other factors apart from the measurable macroeconomic news may also influence the
degree of market uncertainty and thus the perception of the outlook for monetary policy and
the economy. As a second measure for the underlying uncertainty, we use the volatility of
short-term (3-month) interest rates in the inter-meeting period. In other words, a larger degree
of interest rate volatility is likely to reflect a larger extent of uncertainty, which in turn may
make it more difficult to anticipate monetary policy decisions. In order to avoid a potential
endogeneity that communication or macro news may cause more interest rate volatility, we
measure interest rate volatility as the standard deviation of its daily changes during the pre-

? Note that the measures shown in Table 2 exclude unscheduled policy meetings, in particular the
policy changes by the three central banks on 17/18 September 2001 following the attacks of 11
September 2001. In line with this, also the dispersion measures do not include time periods prior to
unscheduled policy meetings. The dispersion measures of the subsequent, scheduled meetings, include
only information as from the unscheduled policy meeting.

® The set of macro news comprises advance GDP, consumer confidence, CPI, industrial production,
ISM survey, nonfarm payrolls, PPI, retail sales, trade balance and unemployment for the United States;
GPD, earnings, industrial production, manufacturing production, M4, PPI, RPIX, retail sales, trade
balance and unemployment for the UK; euro area business confidence and consumer confidence,
German ifo business climate, industrial production, PPI, retail sales, trade balance, unemployment, CPI
and GDP for the euro area. We use the surprise component within each macroeconomic announcement,
by subtracting a survey-based expectation measure (obtained from MMS International) from the
actually released figure.
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event window, i.e. before communication takes place in each inter-meeting period. Table 2
above provides some summary statistics for the macro news dispersion measure and for the
inter-meeting interest rate volatility measure.

Finally, we control for the potential role of past monetary policy decisions by including a
dummy for whether monetary policy rates were changed at the previous meeting. Moreover,
we include additional dummies for the FOMC on whether it issued an asymmetric balance-of-
risk assessment at the past meeting, and for the MPC whether it published an Inflation Report
in the current inter-meeting period. Both of these are important pieces of communication by
the committees and may thus influence the ability of market participants to predict the next
policy decisions. Other committee communications, in particular the release of the Minutes
by the Federal Reserve and the Bank of England and the Monthly Bulletin for the ECB, were
tested in the model. The variables did not have any additional effect apart from that captured
in the measure communication dispersion with committee releases.

4.2 Methodology

For the formulation of the model, we need to take into account that the dependent variable —
the absolute size of the surprise component of monetary policy decisions — is censored to lie
at or above zero. In fact, a number of policy decisions by the Federal Reserve, the Bank of
England and the ECB are predicted perfectly so that some observations lie on the lower limit
of the distribution at zero. This requires estimating a censored regression or tobit model,
which is formulated as follows:

£

. = x B+e, )
where
y, if 0<y,
Ye = ) .
0 if y <0

with y* as the latent, i.e. unobservable variable, y, the observable variable measuring the
surprise component of monetary policy decisions, x; the vector of independent variables, and ¢
as the time dimension of the inter-meeting periods. The marginal effect of a change in x, with
regard to the observable variable y; is

S E[y, |x,]
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under the condition that the disturbance & ~ N(0, 6°), and with £ as the marginal effect of x,
with regard to the latent variable y*. All results shown below refer to this marginal effect of x;
with regard to the observable variable y,. The model is estimated via maximum likelihood
estimation of the log-likelihood function for the censored regression at y,=0:

' 2 '
1 -X X
mL = >-— log(27r)+ln0'2+u + Y n|l-0 xp
»>0 2 o ¥:=0 o
which is a mixture of a continuous distribution — for the linear regression of the non-limit
observations, and a discrete distribution — for the limit observations at y,=0, again under the
condition that g is normally distributed.
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5. The effectiveness of communication and its dispersion

We now turn to the empirical analysis. The central objective is to assess the effect of
communication and its dispersion on different normative dimensions of monetary policy: on
the predictability of the next policy decision (section 5.1), on the degree of uncertainty and
interest rate volatility surrounding the next decision (section 5.2), and on the future path of
interest rates (section 5.3).

5.1 The predictability of monetary policy decisions

How does central bank communication and its dispersion affect the predictability of monetary
policy decisions? Apart from communication dispersion, as discussed in detail in section 4.1,
we control for other relevant factors influencing the predictability of decisions. These factors
include those that create market uncertainty, as proxied by macro news dispersion and interest
rate volatility, as well as the frequency and size of communication and macro news.
Moreover, we control for other types of committee communication, such as dummies for the
asymmetry of the FOMC balance-of-risks statements and whether an MPC Inflation Report
was issued in the respective inter-meeting period, as well as a dummy for whether monetary
policy rates were changed at the previous meeting.

Table 3 shows the results for the Federal Reserve, the Bank of England and the ECB, using
three specifications starting from a simple model (1) that includes only the communication
dispersion and macro dispersion variables, and leading to a more extensive model (3) that
includes all sets of variables discussed above. Communication dispersion on monetary policy
and on the “economic outlook™ refer to the dispersion across committee members, while the
second row “with committee releases” is for the dispersion on monetary policy between the
committee members and the release of the committee (Minutes, Inflation Report, Monthly
Bulletin etc.).

The key result is that communication dispersion on monetary policy in most cases lowers the
predictability of policy decisions significantly, i.e. it raises the market surprise of policy
decisions. By contrast, communication dispersion neither on the economic outlook nor with
the committee matters for predictability. The size of the effect of communication dispersion
on monetary policy is quite large. For the Federal Reserve, a high degree of communication
dispersion in an inter-meeting period, i.e. when this dispersion variable is one as opposed to
zero, raises the surprise of the FOMC decision by between 4 and 5 basis points.* Given that
the average surprise of FOMC decisions is around 3.4 basis points, as shown in Table 2, this
implies that dispersion among committee members about monetary policy has a substantial
overall effect on the predictability of monetary policy. As the average degree of
communication dispersion on monetary policy is 0.27, as indicated in Table 2, this suggests
that overall this communication dispersion has accounted for about one third to one half of the
market’s prediction errors of FOMC monetary policy decisions since 1999.

* Recall from equation (3) that the point estimates shown in the tables for the tobit estimators are
marginal effects evaluated at the respective means of the vector independent variables x,, and thus one
cannot easily evaluate the effect of any change in x, on the dependent variable y,. However, evaluating
the model at each dispersion measure of zero and then comparing it to the predicted value with the
respective dispersion measure at one, shows that the overall effect of such a change is very similar, in
most cases only slightly larger than the marginal effects shown in the tables. For instance, for Table 3 a
change of US communication dispersion on monetary policy in model (3) from zero to one raises the
prediction error by 4.9 basis points as compared to a marginal effect of 4.1 (or 0.041) shown in the
table. For most other comparisons this difference is smaller. Moreover, note that the coefficients shown
for dummy variables are for a discrete change of the respective dummy variables from zero to one.
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The magnitude of this effect is even somewhat larger for the MPC of the Bank of England. A
high degree of communication dispersion on monetary policy lowers predictability of MPC
decisions by between six and ten basis points. However, it should be stressed that the average
degree of dispersion on monetary policy of the Bank of England is much lower than that of
the Federal Reserve (see Table 2), so that overall communication dispersion worsens
predictability of decisions by the MPC somewhat less than that by the FOMC. For the ECB,
communication dispersion on monetary policy has a statistically significant effect in the
extended specification (3); the effect is the smallest of the three central banks, though it is still
sizeable at around 3 basis points.

As to the role of market uncertainty, we find that higher interest rate volatility in the inter-
meeting period lowers the predictability of decisions by the Federal Reserve and by the ECB.
Interest rate volatility has been normalised so as to have a standard deviation of one, so that
the coefficients reveal that an increase in volatility by one standard deviation raises the
surprise component of the policy decision by 1.6 to 1.8 basis points for the FOMC. Positive
but not statistically significant coefficients are found for the respective effect for the Bank of
England.

The third variable that shows some systematic impact on policy predictability is the frequency
of communication for the FOMC and the MPC. The variable is defined as being one if the
number of statements by the committee and its members is larger than its average over all
inter-meeting periods and zero otherwise. The empirical finding is interesting as it suggests
that communicating more improves the predictability of decisions by around 1 basis point or
more.

The only other variables that show any significance are the dummy for an interest rate change
in the previous meeting, which for the ECB means that if a change occurred at the last
Governing Council meeting the surprise of the subsequent decision is lower. Moreover, big
surprises to macroeconomic news in the inter-meeting period lower predictability for the
ECB.

Finally, we conduct several sensitivity tests to check for the robustness of our results. Two
key issues are the possibility of an omitted variable bias of our results and the potential
endogeneity of communication dispersion. The reasoning goes as follows: the fact that we
find a significant effect of communication dispersion on predictability in Table 3 may simply
reflect the possibility that communication dispersion is influenced and determined by other
factors that are not included in the model. For instance, high communication dispersion may
merely reflect the large degree of macroeconomic uncertainty caused by conflicting or
unclear signals coming from macroeconomic or other news, which in turn lead to lower
predictability of policy decisions (omitted variable bias). Alternatively, policy decisions may
be more difficult to predict when interest rates are changed, which in turn may raise the
degree of disagreement and thus communication dispersion in the inter-meeting period
(endogeneity bias).

We deal with these issues in two separate ways. First, we include as broad a set of control
variables as possible in our model. Hence our preferred specification is the one shown in
columns (3) in Table 3 as here we can control for several other factors. However, as a
comparison of the various specifications ranging from a more minimalist specification (1) to a
more extensive one in (3) shows, the results with regard to communication are robust, both in
terms of significance and in terms of the size of the coefficients. We also tested for other
definitions of the various variables, including the alternative measures of dispersion discussed
in section 4. The results are robust to these tests, but for brevity reasons are not shown.
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Further variables that were added to the regression and tested, but did not alter results, are 1)
dummy variables indicating whether the balance of views expressed by the committee is in
line with the balance of views expressed by the head of the committee, separately for
monetary policy and the economic outlook, ii) a dummy variable indicating whether the
balance of views on monetary policy expressed by the committee is in line with its balance of
views on the economic outlook, iii) a variable that captures different degrees of policy
activism by summing the number of times interest rates had been changed at the last 10
meetings prior to the current meeting, and iv) a variable capturing the voting dispersion in the
case of the Bank of England through the variation ratio, both for the current and the preceding
meeting.

As a second approach, we instrument communication dispersion through various factors that
may influence communication dispersion but at the same time are truly exogenous to
communication dispersion as well as to monetary policy decisions. For instance, macro news
dispersion is strictly exogenous because releases of macroeconomic data — which are for
economic developments of previous months — are usually influenced neither by
communication nor by the current or the last monetary policy decisions. The aim is to use
such instruments for determining communication dispersion and then to employ the
instrumented communication dispersion variable in model (2) to see whether the findings are
sensitive to those shown in Table 3. We therefore estimate a tobit model for communication
dispersion x; as a function of several exogenous instruments z;:

x, = p+iz+pu, 4)
where
1 if x >1
x, = {x if 0<x <1
0 if x <0

with x* as the latent, i.e. unobservable variable, and x, the observable communication
dispersion variable. This follows the same logic as explained for model (2), and under the
condition that p, ~ N(0, 6%). The difference is that communication dispersion, by construction,
is censored to lie between zero and one, hence the estimated model is a two-limit tobit.

What induces disagreement in communication among committee members? As discussed
above, cross-country differences in dispersion may largely be a matter of policy choice. But
what drives changes in dispersion over time within individual countries and areas? First, a
larger extent of disagreement among committee members is likely to reflect a higher degree
of underlying economic uncertainty. Table 4 shows the results for communication dispersion
on monetary policy for the three central banks, using both the tobit estimator of (4) and the
OLS estimator.” A first variable that comes out as driver for dispersion is the frequency of
communication, i.e. a larger participation and number of statements is associated with higher
dispersion. This is an interesting result because it indicates that while a higher frequency of
communication improves the predictability of decisions (see Table 3), it also raises
communication dispersion, while communication dispersion itself worsens predictability.
Moreover, an interest rate change in the next meeting is preceded by more communication
dispersion on monetary policy for the FOMC and the Governing Council. This indeed may
imply an endogeneity of communication dispersion as explained above as communication

> The results for communication dispersion on the economic outlook and with the committee are not
shown for reasons of brevity.
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dispersion is significantly higher for two of the central banks when interest rates are changed
in the next meeting. Finally, for the ECB also a large monetary policy surprise in the previous
meeting induces larger communication dispersion. These results are robust whether we use all
inter-meeting periods, or exclude those where no communication by committee members is
recorded (in which case dispersion is obviously zero, yet possibly qualitatively different from
times when the measure is zero in the presence of communication), as shown in the lower
panel of Table 4.

As a final step, we re-estimate model (2) after replacing the instrumented communication
dispersion values for their actual values, for all three communication dispersion variables in
the model. Table 5 shows that our previous findings are robust and confirmed by the IV
approach.® Communication dispersion on monetary policy is again mostly highly statistically
significant, showing that more communication dispersion on monetary policy, but not on the
economic outlook or with the committee, lead to lower predictability of policy decisions.
Moreover, a higher frequency of communication and lower interest rate volatility both
enhance the predictability of decisions.

For another robustness test, we are interested in seeing whether the results obtained depend on
the judgemental, and thus subjective, classification of the content of communication. Whereas
the benchmark results reported in Table 3 are based on the classification explained in Section
3.1, Table 6 shows results based on an alternative classification of communication, whereby
statements are categorised based on the reaction of interest rates on the day of the statement.
For instance, a statement on monetary policy on a day when interest rates rise is classified as
a tightening statement. Such a classification procedure may be imprecise as several other
pieces of relevant news may occur on the day when a statement is made, and because it
allows only for very few neutral statements. However, it is interesting to note that such an
agnostic procedure delivers highly comparable results. Whereas the findings for the Federal
Reserve remain basically unchanged, there is an interesting difference with respect to the
Bank of England and the ECB: dispersed communication about monetary policy does no
longer lower the predictability of interest rate decisions in a significant fashion for the Bank
of England. On the other hand, this result now emerges consistently for the ECB, where it had
not been found in most specifications before.

Furthermore, it is worth asking to what extent the results could be driven by inter-meeting
periods where no communication by committee members is recorded. In such a case, the
dispersion measure is obviously not meaningfully defined — as no communication is
obviously unanimous, yet might be qualitatively different from periods where communication
occurs, and is at the same time not dispersed. We have therefore repeated the benchmark
regression, but dropped all inter-meeting periods without communication. The corresponding
results are presented in Table 7. Even though the estimates are based on a smaller set of
observations, particularly for the Bank of England, results are extremely robust, the only
difference being that we can now also identify a predictability-lowering effect of interest rate
volatility for the case of the Bank of England.

® Note that we estimate both steps separately, i.e. we first obtain an instrumented variable, as described
in equation (4), and then in the second step use this instrumented variable in the tobit specification.
Thus we do not estimate an explicit tobit-IV due to the demanding assumption this requires to obtain
efficient estimators (see Honore and Hu 2003).
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Finally, as we had restricted the sample periods to be comparable for all three central banks, it
is worthwhile to test whether the results could be sensitive to this choice of sample.
Accordingly, table 8 shows results for a repeated analysis, extending the time period under
study for the Federal Reserve until May 1994, i.e. until the point in time when the FOMC
started to issue its balance-of-risks assessments, and for the Bank of England until May 1997,
i.e. when it was granted independence. This extension increases the number of observations
substantially, in particular for the case of the Federal Reserve. The obtained results are highly
robust, with the only major change an increase in the significance of the effects of dispersion
in FOMC members’ communication about the monetary policy inclination.

In summary, the results suggest that communication dispersion on monetary policy among
committee members is an important determinant of the predictability of monetary policy
decisions. The findings indicate that communication dispersion on monetary policy explains
on average around one third of the unexpected, surprise component of monetary policy
decisions of the FOMC since 1999. Such communication dispersion has also been a relevant
though overall somewhat less important driver for the predictability of policy decisions by the
Bank of England and the ECB. Moreover, we find that more communication, i.e. a higher
frequency of statements by committee members in the inter-meeting period, also induces a
significant improvement in the predictability of decisions. These findings are robust to several
robustness tests, including an instrumental-variable approach for communication dispersion
and a market-based procedure to classify the content of communication.

5.2 Uncertainty and interest rate volatility

A high degree of predictability of policy decisions is only one of the objectives of
communication policies of central banks. A related objective may be to reduce the degree of
market uncertainty and volatility surrounding monetary policy decisions. In this section, we
test whether communication and its dispersion by the three central banks influences the
degree of market uncertainty surrounding policy decisions.

We measure market uncertainty as the standard deviation of daily changes in short-term (3-
month) interest rates in the post-event period, i.e. after the last communication of an inter-
meeting period took place and before the monetary policy meeting (see Figure 1). Although
the empirical findings below are robust to using the volatility measure over the whole inter-
meeting period, our preferred measure is the one for the post-event period in order to ensure
that communication dispersion is exogenous.

Table 9 shows the results for the effects of communication dispersion and the various
controls, as defined in section 4 and the previous sub-section. First, communication dispersion
on monetary policy — both among committee members and with committee communication —
raises interest rate volatility for the Federal Reserve, though not for the Bank of England and
the ECB. As to the effect for the Federal Reserve, communication dispersion raises the
volatility of interest rates quite substantially, namely by around 0.4 to 0.5 standard deviations.
As to the difference between the Federal Reserve versus the Bank of England and the ECB, it
seems sensible that this effect is present only for the Federal Reserve as communication
dispersion is generally stronger and more important.

Other relevant factors are again the frequency of communication and the overall importance
of communication effects — proxied by the overall movement of short-term interest rates on
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all communication days in the inter-meting period. For all three central banks, more frequent
communication lowers the degree of market uncertainty prior to policy meetings. This is very
much in line with the findings of the previous sub-section that more communication also
improves the predictability of policy decisions. Moreover, communication raises market
volatility in periods in which it is an important overall driver of interest rates. As
communication has particularly large effects on markets when it contains unexpected
information by the markets, we interpret this finding to suggest that communication in such
circumstances tends to raise the overall degree of uncertainty surrounding policy decisions.

Again, we conduct several robustness tests of these results. For brevity, we report only the
results of the alternative classification scheme, whereby individual statements are not
classified according to the judgemental approach described in Section 3.1, but instead
according to the market reaction on the day of the announcement. Table 10 shows that the
findings are largely robust. In particular, communication dispersion on monetary policy and
with the committee remains important for the Federal Reserve, and also the conclusions about
the frequency and overall effects of communication remain valid.

Overall, the results indicate that communication dispersion may induce higher market
uncertainty surrounding monetary policy decisions. However, these results hold only for the
Federal Reserve, while there is little evidence that communication dispersion has any
detrimental impact on market uncertainty for the Bank of England and the ECB. Moreover,
higher frequency of communication tends to lower interest rate volatility, which is line with
the findings of the benefits of a higher frequency of communication for the predictability of
decisions discussed in section 5.1.

5.3 The future path of interest rates

So far we have taken a short-term perspective of the effectiveness of communication by
focusing on the role of communication in improving the predictability of the next policy
decision and the surrounding degree of market uncertainty. But communication frequently has
a much longer time horizon by not only conveying views of policy-makers and policy
committees about the next decision but about the path of future monetary policy. Hence an
assessment of communication also needs to take into account the effects of communication on
the understanding of market participants about interest rates in the medium- to long-run. We
address this issue in the present sub-section.

How should one measure the understanding of market participants about the path of monetary
policy? One possibility is to extract market expectations from financial market contracts.
Giirkaynak (2005) uses Fed funds future contracts of different maturities to extract a proxy
for market expectations over the medium-run. However, no comparable contracts are
available for the UK or the euro area. A second possibility, and our chosen measure, is to
analyse the reaction of long-term interest rates on monetary policy meeting days. Just as we
have used above the reaction of short-term interest rates on meeting days as one of the proxies
for the predictability of decisions, we use here the reaction of long-term interest rates as a
proxy for changes in the anticipated future path of monetary policy. The argument is that
central bank communication that is effective in conveying to the markets the future path of
interest rates and the future path of the economy should imply that long-term interest rates do
not move on policy meting days.

Tables 11 and 12 show the results for model (2), where the dependent variables are the
absolute change in the 10-year and 20-year yields on the meeting days for the respective
central banks. First, we find that communication dispersion on monetary policy worsens the
predictability of the future path of interest rates as a higher dispersion raises the reaction of
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long-term rates. For the Federal Reserve, the reaction is the strongest at between 2.5 and 3.8
basis points at the 10-year maturities, and at between 2.6 and 3.3 at the 20-year maturities.
For the ECB, the reaction is significantly positive at 1.7-1.8 basis points for the 10-year
maturity, while the coefficients are positive but not significant for the Bank of England and
the ECB at the 20-year horizon.

A second and highly important finding is that for the Federal Reserve an increase in
communication dispersion on the economic outlook improves the predictability of the path of
future interest rates. This effect is highly robust and quantitatively large as communication
dispersion on the economic outlook reduces the reaction of US long-term rates by 2 to 3 basis
points. The result is important because it suggests that central bank communication that
conveys to the markets the whole diversity of views of the committee and its members about
the outlook of the economy is valuable in allowing markets to better anticipate the future path
of monetary policy.

How should one interpret the finding that communication dispersion about the economic
outlook affects long-term rates in the United States, but not in the UK and the euro area? We
see at least two possible interpretations. On the one hand, the result may reflect differences in
the policy objectives of the three central banks. As the Federal Reserve attaches more
importance to economic activity than the Bank of England and the ECB, where the focus is
primarily on price stability, one would expect that relevant information about the economic
outlook, such as through communication policies, should also have a larger effect on
expectations about the path of future interest rates.

Alternatively, one may argue that it is puzzling that central bank communication on the
economic outlook has any effect at all on financial markets as in principle markets should
have the same information about the economy — though not necessarily about monetary policy
intentions and objectives — as central banks. However, as Romer and Romer (2000) showed,
the Federal Reserve may indeed have information about the economic outlook and the degree
of uncertainty around various scenarios that is superior to that of financial markets as its
forecasts have persistently outperformed those of market institutions. Hence the market
reaction to Federal Reserve communication on the economic outlook may reflect the fact that
markets understand that it contains relevant and new information about the economy and thus
on the future path of monetary policy.

A third finding that is consistent with this interpretation relates to the effect of the Federal
Reserves balance-of-risks assessment. Table 11 shows that 10-year rates react by 2.0 basis
points less (20-year rates by 1.5 basis points less) on FOMC meeting days when an
asymmetric bias, as opposed to a neutral bias, was issued at the previous meeting. This may
be interpreted as that an asymmetric bias may help markets anticipate better the future path of
interest rates, so that long-term rates move less in the short-term.

Moreover, other factors found in Tables 11 and 12 to influence the reaction of long-term rates
on meeting days are the degree of interest rate volatility and macro news dispersion in the
inter-meeting period, although none of these factors is significant and with the same sign for
all three central banks.

The usual battery of sensitivity tests shows that results are overall robust. For brevity, we
report only those where the classification of the content of statements is based on market
reactions on the release day (Tables 13-14). Whereas the predictability-enhancing effect of
dispersed communication about the economic outlook by FOMC members becomes less
significant at the 10-year maturity, it remains much more precisely estimated at the 20-year
horizon.

Working Paper Series No. 557



In summary, communication dispersion on monetary policy lowers the predictability not only
of monetary policy decisions but also reduces the ability of markets to anticipate the future
path of interest rates. By contrast, the finding of key importance of this sub-section is that for
the Federal Reserve, communication dispersion on the economic outlook lowers the reaction
of long-term rates on FOMC meeting days. We interpret this finding as indicating that
communication that conveys relevant information about the outlook of the economy and
surrounding risks may help markets better anticipate the performance of the economy and
hence the future path of interest rates. The fact that this result only holds for the Federal
Reserve but not for the Bank of England and the ECB may at least partly reflect the fact that
the latter two give primary weight to price stability in their objective functions.

6. Conclusions

How should central banks communicate? Should they communicate in a collegial manner, by
conveying the consensus or majority view of the committee, or in an individualistic way, by
stressing and conveying the diversity of views among the committee members and with those
of the committee as a whole? The objective of this paper has been to answer this question by
analysing the effectiveness of the communication strategies by the Federal Reserve, the Bank
of England and the European Central Bank. We have used three benchmarks, or normative
dimensions, of monetary policy for assessing the effectiveness of communication and its
dispersion, as the paper has attempted to assess the effect of communication dispersion on the
predictability of monetary policy decisions; the degree of uncertainty and interest rate
volatility surrounding policy decisions; and the market’s understanding of the future path of
interest rates and monetary policy.

A first key result is that communication that is dispersed and conveys not a single committee
view but a variety of views on monetary policy decisions reduces the predictability of
decisions and worsens the ability of market participants to understand the future path of
monetary policy. This finding is not only robust across the three central banks,
communication dispersion is also a key factor explaining the lack of predictability of
monetary policy decisions. For the Federal Reserve, for instance, a high degree of
communication dispersion lowers the predictability the FOMC decision by as many as four to
five basis points. Overall, the result indicates that communication dispersion on monetary
policy among FOMC members has accounted for about one third to one half of the market’s
prediction errors of FOMC monetary policy decisions since 1999. This overall effect is
similar for the Bank of England and somewhat lower though still statistically significant for
the ECB.

A second key result is that communication dispersion about the economic outlook by the
Federal Reserve may improve the market’s ability to anticipate the future path of interest
rates and monetary policy. The reaction of long-term rates on FOMC meeting days falls by
2.5 to 3.8 basis points when communication dispersion on the economic outlook is high.
Moreover, this result only holds for the Federal Reserve while communication dispersion
about the economic outlook has no statistically significant impact for the Bank of England
and the ECB. These cross-country differences may partly reflect differences in the objectives
across the three central banks and also partly be due to the Federal Reserve’s superior
knowledge and information about the economic outlook compared to that of the markets, as
shown by Romer and Romer (2000).
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Several other interesting findings have emerged from the empirical analysis. One of these
relates to the frequency of communication: more communication in an inter-meeting period
has helped markets to better anticipate monetary policy decisions. This holds for all three
central banks. Moreover, we have conducted a battery of robustness tests to scrutinise our
findings. A potential caveat is that important omitted variables induce both a high degree of
disagreement and dispersion among committee members’ views but also make it generally
harder to predict monetary policy decisions. We have included various sets of controls — in
particular those that capture other sources of economic and market uncertainty — and used
instrumental-variable approaches to avoid such a bias, and overall these show that our results
are robust to a broad set of alternative specifications.

The findings of the paper provide a clear and compelling policy message. Overall, it is the
collegiality of views on monetary policy but the diversity of views on the economic outlook
that appear to enhance the effectiveness of central bank communication. Communicating the
diversity of views among committee members about monetary policy does not seem to
provide any benefits as it lowers the market’s ability to predict the next policy decision as
well as its ability to anticipate the path of future interest rates. By contrast, conveying the
diversity of views about the economy and underlying risks appears to enable market
participants to better anticipate the future path of interest rates. Moreover, a high intensity and
frequency of communication may not provide additional information, but it appears to lower
the degree of market uncertainty and improves the predictability of future policy decisions.
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Appendix

Figure 1: Communication event of monetary policy meeting
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Table 1: Summary statistics communication

Federal Bank of European
Reserve England Central Bank

number of statements

Monetary policy communication

total 106 64 185
tightening 34 14 27
neutral 38 34 118
easing 34 16 40
Economic outlook communication
total 60 31 130
stronger 27 8 72
neutral 6 5 23
weaker 27 8 35
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Table 2: Summary statistics predictability and dispersion measures

Federal Bank of European
Reserve England Central Bank
Communication dispersion:
Monetary policy 0.278 0.074 0.145
With committee releases 0.326 0.127 0.103
Economic outlook 0.173 0.060 0.158
Predictability:
Monetary policy surprise 0.034 0.048 0.030
Inter-meeting interest rate volatility 0.802 0.605 0.519
Macro news dispersion 0.909 0.840 0.663

Note: The table shows the degree of dispersion in communication as defined in equation (1) in the
upper part. All data are calculated exclusive of unscheduled policy meetings, in particular the policy
changes by the three central banks on 17/18 September 2001 following the attacks of 11 September
2001. Monetary policy surprises are defined through surveys. Inter-meeting interest rate volatility is
defined as the standard deviation of the daily changes in 3-month interest rates in the intermeeting
period, but prior to the first item of central bank communication. Macro news dispersion relates to the
degree of dispersion in macroeconomic news (or surprises?) for a given country, and is defined as in

equation (1).
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