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Academic literature on central bank communication has tended to treat a central bank's audience as a single
group, represented by the financial markets. However, recognising that a central bank's audience is heteroge-
neous is advantageous for both modelling purposes and effective central bank communication. This paper focus-
es on the general public, for whom gathering and processing information are costly. The general public makes
rational decisions that limit the time and resources they allocate to the task. As a result, aggregate inflation expec-
tations of the public can be described as ‘sticky’ in that the spread of information about inflation through the
economy is not instantaneous. Following Carroll (2003, 2006), epidemiological models are adopted to model
the inflation expectations of the general public in South Africa and to estimate the speed at which they update
their inflation expectations (information stickiness). Agent basedmodels are then used to verify these estimates
of information stickiness.

© 2014 Elsevier B.V. All rights reserved.

1. Introduction

Central banks recognise that they are engaged in a strategic interac-
tion with the citizens of their countries (their audiences) and that the
inflation expectations of these citizens represent a channel through
whichmonetary policy can achieve its policy objective of low and stable
inflation. Therefore, communication is widely recognised as crucial to
the implementation of monetary policy, as it is used to build credibility,
manage citizens' inflation expectations and improve coordination be-
tween the actions of the central bank and the citizens.

In monetary policy analyses, the audience of central banks' has al-
most always been treated as a single group, and empirical research
has focused solely on the interaction of a central bankwith the financial
markets. This lack of attention devoted to understanding the non-
financialmarket segments of a central bank's audience need not suggest
that researchers believe these groups behave very similarly to the finan-
cial markets, or that the impact of these groups' behaviour is negligible
and notworth studying. Instead, it reflects challenges such as the lack of
relevant, high-frequency asset prices available to capture andmodel the
views of the general public.

In practice, a central bank's audience comprises heterogeneous
groups, and both the policy and communication of the central bank
should be designed with this in mind. Although it is impractical to at-
tempt to incorporate the full range of heterogeneity within a single

economic model, it does seem beneficial to identify broad characteris-
tics that are likely to affect the way the central bank's communication
is received and interpreted, and to tailor communication to broad
groups of the central bank's audience divided along these lines.
Blinder and Wyplosz (2004) divide the central bank's audience into
the broad public and its political representatives on one side, and the fi-
nancial markets on the other. Cukierman (2005) argues that the general
public will rationally choose to be inattentive to short-term fluctuations
in the inflation rate if the central bank has credibility, as the cost to them
of searching for and processing information about monetary policy out-
weighs the potential benefits.

This paper studies the process bywhich the inattentive general pub-
lic form their inflation expectations in South Africa. Firstly, a better
understanding of the process by which the inattentive general public,
who are responsible for the majority of the price setting behaviour,
form their expectations will improve the South African Reserve Bank's
(SARB's) ability to communicate effectively with them and to influence
their inflation expectations. Successful communication is essential both
to enhance the effectiveness ofmonetary policy and to build public sup-
port for the institutional framework within which monetary policy is
implemented.

Secondly, an improved understanding of the microfoundations of ag-
gregate inflation expectations will enable better-quality modelling of the
SouthAfricanPhillips curve, the benefits ofwhich are unquestionable. The
“inexorable and mysterious trade-off between inflation and unemploy-
ment” (Mankiw, 2001: 45) is fundamental to our understanding of
monetary policy. It is impossible to explain the business cycle without
it, and there is broad consensus that there is a trade-off between inflation
and unemployment in the short run, but not in the long run, so any rea-
sonable model of the economy should strive to capture these features.
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2. The inattentive general public

Blinder et al. (2008) review the literature on central bank communi-
cation and suggest some areas where further research is required. They
highlight the need to research the role of the general public as a separate
audience with whom a central bank is communicating.

“Finally, virtually all the research to date has focused on central
bank communication with the financial markets. It may be time
to pay some attention to communication with the general public.
Admittedly, studying communication with the general public will
pose new challenges to researchers— not least because the finan-
cial market prices will be less relevant. But the issues are at least
as important. In the end, it is the general public that gives the cen-
tral bank its legitimacy, and hence their independence.” (Blinder
et al., 2008: 47)

2.1. Rational inattention

Proponents of behavioural economics have long contested the use of
the standard utility maximising agent model adopted by mainstream
economics. In essence, behavioural economists criticise mainstream
economists for ignoring the limits to economic man's knowledge and
computational ability. However, the debate surrounding the validity of
rational expectations and its implications has not been settled yet.

In reality monetary economists require a pragmatic approach to
making policy recommendations while the theoretical debate
continues. Regardless of one's ideological view, it is difficult to deny
that sensible monetary policy must account for the formation of
expectations,1 and it is, by definition, not possible to model ‘irrational
expectations’. Rational expectations models do not fully explain the
complexity of individual decisions, but the assumption does provide a
way to incorporate expectations into the model when decisions are
made in a dynamic setting. A compromise such as using the standard ra-
tional models, modified or extended to account for the limitations of
human ability that behavioural economics has highlighted, seems like
a reasonable way to address the pressing questions asked by applied
macroeconomic research.

Behavioural economists have identified numerous deviations from
the standard model, which Della Vigna (2007) divides into three
broad groups: non-standard preferences, non-standard beliefs, and
non-standard decision-making. The concept of rational inattention
falls into the third group — non-standard decision-making. Rationally
inattentive agents recognise that gathering and processing information
is costly, so theymake rational decisions to limit the amount of time and
money they allocate to the task (Della Vigna, 2007; Birchler and Bütler,
2007).

Monetary models are continually being extended to improve their
explanation of monetary policy's impact on the economy. In this
paper, the behavioural economics concept of rational inattention is
used to modify the standard models, with the objective of modelling
the actual data more accurately. The aim is to improve our description
of the process by which inflation expectations are formed, in order to
overcome some of the troubling weaknesses of current macroeconom-
ics models, which will be explored in Section 3.

At this point, it is important to distinguish the connotations of the
term ‘rational inattention’ as used by the behavioural economists from
that used in themonetary literature. In the behavioural economics liter-
ature, rational inattention refers to a deviation from the standard ratio-
nal expectations model, and it acknowledges that due to the costs
involved in accessing and processing information, it is rational for eco-
nomic agents to limit the time and resources devoted to the task.

In the monetary literature, two new forms of incomplete informa-
tion have been developed to introduce rigidity into the monetary
models. Sims (2005, 2010) has adopted ideas fromengineering commu-
nications theory to model his suggestion that people have limited ca-
pacity to process and transmit information. In his models, economic
agents have partial information (they receive noisy information), and
he calls this ‘rational inattention’. Although Sims' rational inattention
is intuitively appealing, the technical challenge of incorporating it into
macroeconomic and financial models is substantial. Sims himself de-
scribes its progress as ‘modest’ (Sims, 2010: 38), although he remains
positive about its future potential.

In contrast, Reis (2004) adopted the term ‘inattentiveness’ to de-
scribe his modelling of economic agents who have delayed information
because they have many competing needs that they devote their time
and resources to, andwho optimally choose to update their information
only sporadically. This form of incomplete information was used by
Mankiw and Reis (2002, 2003, 2006, 2007) in their ‘sticky information
Phillips curve’ (SIPC) models, which were developed as an alternative
to sticky price models. Far more progress has been made in incorporat-
ing ‘inattentiveness’ into macroeconomic models than Sims's ‘rational
inattention’. Following the earlier argument that policy decisions cannot
wait for perfect theory or models, and given the applied nature of this
study, Mankiw and Reis's ‘inattentiveness’will be adopted in this paper.

Mankiw and Reis (2002, 2003) claim that sticky information is more
consistent than rational expectations with mainstream views about the
actual dynamics of the macroeconomic variable inflation and unem-
ployment. The idea of inattentiveness also has intuitive appeal in the
South African context. Ehlers and Steinbauch (2010) investigated the
expectation formation processes of different economic groups in
South Africa. They found that none of the three groups employed fully
rational nor fully adaptive behaviour. Rather, the different groups ap-
peared to adopt different combinations of rational and adaptive behav-
iour, which Ehlers and Steinbauch (2010: abstract) describe as ‘non-
homogenous learning’. The characteristics of South Africa's inattentive
general public are explored further in Section 2.2 before the theory is
formalised in Section 3. This paper focuses on using inattentiveness as
an alternative explanation for the non-homogenous formation of infla-
tion expectations by different groups in the South African economy, in
an attempt to address the concerns raised by Mankiw (discussed in
Section 3).

2.2. The inattentive general public

A comparison of the inflation expectations of the financial markets
with those of the general public, presented in Section 4.1 and represent-
ed visually in Fig. 1 in that section, shows that the inflation expectations
of these two groups converged under stable economic conditions and
were particularly highly correlated between 2005 and mid-2008. It
can be argued that under these conditions the inattentive public con-
siders the costs of actively searching for and processing information
greater than the benefits, as Cukierman (2005) suggested. However,
the economic and political contexts within which monetary policy is
implemented in South Africa (and indeed worldwide) have become
more volatile in recent years, and the inflation expectations of the two
groups diverged after mid-2008. It is even less appropriate now to
focus exclusively on the financial market's perceptions of the central
bank's communications.

If the case for inflation targeting (and prudent monetary policy in
general) is going to be made successfully, and monetary policy is
going to be effective in a climate of increased public awareness, policy
makers need to understand the inattentive general public. It would be
useful to explore how this audience assimilates information aboutmon-
etary policy and how the SARB can improve its communication with
them.

This issue should be viewed within the context of a wider and older
concern, which Arthur Burns in 1979 dubbed ‘the anguish of central

1 There is broad consensus thatmonetary policy affects the economywith long and var-
iable lags, so monetary policy must be forward-looking.
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