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Introduction

▶ Bernanke and Kuttner (2005) (BK) find that most of the stock
market reaction to monetary policy announcements is explained
by changes of expected excess returns and very little by changes in
expected real interest rates

▶ This result is interpreted as evidence of monetary policy effects on
stock market risk, investor risk aversion, or investor sentiment

▶ With a different approach and data (not available at the time of
BK), this paper finds that mostly of the stock market reaction in
FOMC announcements is explained by changes in the term
structure of yields, without equity premium effects.

(International finance) Insper 08/04/2024 3 / 29



BK approach overview

▶ BK estimates a VAR with stock market excess returns and the
dividend-price ratios (among other variables) monthly. Then, they
regress the VAR innovations on Fed funds rate surprises
within-month FOMC announcement windows.

▶ Future expected excess returns respond positively to Fed funds
rate surprises. If stock prices fall due to unexpected monetary
tightening, dividends are sticky in the short run and the
divided-price ratio rises.

▶ Assumption that dividend-price ratio movements around FOMC
announcements windows is associated with movements in
expected excess returns to exactly the same extent as any other
dividend-price ratio movement on all other non-FOMC days
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Nagel and Xu approach overview

▶ Approach does not rely on VAR estimates. No arbitrage implies
the price of a stock market index as:

Pt =

∞∑
n=1

Bn,tGn,t

▶ That is the sum of dividend futures prices (Gn,t) discounted at the
default-free zero-coupon (Bn,t) yield curve.

▶ How much of price movements in FOMC announcement
windows can be explained just by movements in the yield curve,
without any change in risk premia?
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Nagel and Xu approach overview

▶ Gn,t is fixed at the pre-announcement day and the implied change
in Pt is just based on the observed change in zero-coupon bond
prices around the announcement.

▶ This approach gives a model-free assessment of the contribution
of changes in default-free yields on stock prices.

▶ Unlike in BK, they don´t:
– estimate a VAR
– assume dividend-price ratio changes in FOMC announcement

windows with the same components as in general

▶ Findings suggest all movements in the stock market index in
FOMC announcement windows can be explained just with
movements in the yield curve.
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Decomposition of announcement returns
▶ Let Mt+j be the SDF and the dividend stream is broken up into

strips. The price at t of a dividend strip paying Dt+2 at t+ 2 is:

P2,t = Et[Mt+1Mt+2Dt+2]

= Et[Mt+1Mt+2]Et[Dt+2] + covt(Mt+1Mt+2,Dt+2)

▶ Using B2,t = Et[Mt+1Mt+2], we can rewrite this as:

P2,t = B2,t

[
Et[Dt+2] + covt

(
Mt+1 +Mt+2

Et[Mt+1 +Mt+2]
,Dt+2

)]
︸                                                             ︷︷                                                             ︸

G2,t

▶ Going through other horizons, the price of the entire dividend is:

Pt =

∞∑
n=1

Pn,t =

∞∑
n=1

Bn,tGn,t
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Implied change of the stock market index

▶ Assume Bn,t− goes to Bn,t+ with fixed expected dividends and
the equity premium, thus dividend futures prices are unchanged.
The implied percentage change of the stock market index is:

∆PB,t =

m∑
n=1

Gn,t−

Pt−
(Bn,t+ − Bn,t−)

▶ They look at Bn,t− − Bn,t+ around FOMC announcements, with
futures price at the pre-announcement value.

▶ Forward rates far out in the future do not change on FOMC
announcement days, so m denotes the observable maximum
maturity on the dividend futures prices.
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Implied change with bond prices fixed

▶ To see how prices would change around FOMC announcements if
the yield curve doesn´t change at all, they hold Bn,t fixed at
pre-announcement values and look at the change in implied price
due to changes in Gn,t:

∆PG,t =

m∑
n=1

Bn,t−

Pt−
(Gn,t+ −Gn,t−)

▶ Again expectations about dividends beyond maturity m do not
change in response to the news conveyed by the FOMC
announcement.
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Alternative approach based on Campbell-Shiller
▶ Let fn,t be the log forward rate between t + n - 1 to t + n:

fn,t = nyn,t − (n− 1)yn−1,t

▶ Using the present-value identity obtained through
Campbell-Shiller approximation and with xn,t+1 = rt+n − fn,t,
the log price change before FOMC announcement is:

∆pt ≡ pt+ − pt− = (Et+ − Et−)

∞∑
n=1

ρn−1[(1 − ρ)dt+n − xn,t+n]

+

∞∑
n=1

ρn−1[fn,t− − fn,t+]︸                           ︷︷                           ︸
∆PB,t

∆PB,t is the log price change implied by a change in the yield
curve, without changes in dt+n and xn,t+n
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Data and measures

▶ POLICY, a measure of monetary surprises, is the first PC of price
changes in a 30-minute window around the FOMC announcement
of five interest rate futures contracts with m ⩽ 1 (year).

▶ FFR, an alternative measure, uses the change in the Fed funds
futures price of the contract expiring at the end of the month after
the FOMC meeting. (Same as BK)

▶ For both surprise measures, they used the updated series from
Acosta (2023) which are available between February 1995 and
September 2022 for scheduled announcements.

▶ Dates of FOMC meetings between 1988 and 2019 are obtained
from Bauer and Swanson (2023a). The remaining FOMC meeting
dates (until 12-2022) from the Federal Reserve Board website.
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Asset Prices and survey forecasts

▶ Daily nominal yields on Treasury zero-coupon bonds with
maturities up to 30 years are obtained from Filipovic et al. (2022)

▶ For the aggregate stock market prices, they use daily prices on the
S&P 500 index from CRSP.

▶ Daily prices of dividend futures on the S&P 500 index between
October 2002 and August 2014 come from van Binsbergen and
Koijen (2017) and since November 2015 from Bloomberg.

▶ Monthly forecasts of real GDP, GDP index, unemployment and 3
months Treasury bill rates come from the Blue Chip Economic
Indicators (BCEI) and the Blue Chip Financial Forecasts (BCFF).
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Summary Statistics
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Treasury yield response
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Stock market response
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Short- and long-horizon changes (forwards)
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Short- and long-horizon changes
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High-Frequency responses (Stock index)

(International finance) Insper 08/04/2024 20 / 29



Regressing actual price changes on implied price
changes
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Short-rate expectations and term premia (BCEI)
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Short-rate expectations and term premia (BCFF)
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Price changes over the FOMC cycle
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Price changes over the FOMC cycle
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Conclusion

▶ Using a model-free method based on dividend futures data, stock
market responses to unexpected monetary policy actions are
mostly explained by changes in the default-free yield curve, not
the equity premium.

▶ This method does not require the assumption that stock market
index returns in FOMC announcement windows obey the same
VAR dynamics for returns, the dividend-price ratio, and interest
rates as on any other day of the year.

▶ The effects of monetary policy on the stock market are of a more
conventional nature than it seemed in BK. A conventional yield
curve channel is sufficient to explain the stock market reaction,
which not necessarily extend to monetary policy surprises outside
of FOMC announcement windows
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Comments

▶ Positive points:
– Model-free method
– New kind of data used (Dividend futures)
– Different perspective (and conclusions)

▶ Negative points:
– Results are mostly not statistically significant
– Extend to other kinds of FOMC communications
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