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Snapshot

Monetary policy should take into account symmet-
rically and explicitly stock prices in an economic
environment where

e agents have imperfect knowledge about the

structure of the economy

e stock prices are driven by animal spirits

Policy Recommendation: announce 12 bp in-
crease in policy rates for every 100% increase in
stock prices

Motivation

There is growing evidence that the Fed reacts tmplicitly
to stock prices: The Fed Put (Cieslack and Vissing-
Jorgensen (2020))

e the stock market does cause Fed actions

e the main channel the Fed considers is through
consumption wealth effects = aggregate demand

The magnitude of the consumption wealth effect is rel-
evant: Di Maggio et al. (2020) estimate MPC between
2%-20%

Most monetary models that study stock price targeting
do not

e consider the aggregate demand channel

e have a realistic stock market and expectation
dynamics

Contribution

e decoupling of stock prices from fundamentals
due to imperfect information = wealth effects

e quantitative model replicates joint behaviour of
stock prices and expectations

Main Transmission Channel

sentiment swings = capital gain expectations —>
booms and busts in stock prices = wealth effects
— aggregate demand

Monetary policy can break these links by man-
aging long-term stock price expectations: trans-
parency is crucial
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Policy Influence on Wealth Effects
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e responding to stock prices transparently is efficient in
influencing wealth effects
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