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Stock Prices: Nominal vs. Real Shocks

1. Introduction

The impressive increase in stock prices during
the 1980s, their subsequent October 1987 world-
wide crash, their large daily fluctuations, and
the historically high trading volumes have re-
cently spurred new interest in the forces under-
lying stock price movements. The question typi-
cally asked is: ‘Do stock prices respond ap-
propriately to new information about economic
conditions?” This article attempts to answer
part of this question. It examines the direction
of the stock price responses to different types
of economic news and assesses the consistency
of these responses with the predictions of Fi-
nance theory.

Section 2 discusses the fundamental determi-
nants of stock price movements. Section 3 re-
views the academic literature that attempts to
explain an observed anomalous relationship be-
tween stock prices and one of their fundamen-
tal determinants, inflation. Section 4 presents
the empirical methodology, which involves an
analysis of the immediate response of stock
prices to announcements of economic var-
iables. Section 5 analyzes the empirical evi-
dence and section 6 summarizes the principal
findings.

2. The Fundamental Determinants of Stock
Prices

Finance theory asserts that the stock price of a
corporation equals the discounted or present
value of all future dividends. More precisely,
three key variables determine a corporation’s
stock price: the stockholders’ required real rate
of return, the expected growth rate of future
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real dividends, and expected inflation. The re-
quired real rate of return is the rate at which fu-
ture cash flows are capitalized and has a nega-
tive effect on stock prices. It equals the risk-free
real rate of interest plus a risk premium specific
to the corporation. The risk premium is a re-
ward to risk-averse investors in order to induce
them to invest in risky stocks. Put differently,
investors bid down the stock price of a firm
whose cash flows become more uncertain, even
if on average these cash flows do not change.
According to the Capital Asset Pricing Model,
the risk premium is a reward only for the undi-
versifiable component of risk, or systematic
risk, which is typically caused by economy-
wide shocks that affect all corporations uni-
formly. Unsystematic risk caused by shocks
that are firm specific can be diversified by hold-
ing a portfolio of stocks and bears no reward.

The second variable that determines the level
of stock prices is stockholders’ expectations of
the future growth rate in real dividends. Real
dividends represent the purchasing power of
nominal dividends and are defined as nominal
dividends divided by the GNP deflator. Clear-
ly, other things being equal, an increase in the
expected growth rate of a company’s real divi-
dends causes its stock price to increase.

The last variable behind the evolution of
stock prices is stockholders’ expectations of fu-
ture rates of inflation. When inflation is neu-
tral, that is, when inflation affects all commodi-
ties and asset prices uniformly, an increase in
the expected rate of inflation increases nominal
stock prices but leaves real stock prices (nomi-
nal stock prices divided by the GNP deflator)
unchanged. When inflation is not neutral be-
cause, say, nominal dividends are taxed at a
different rate than interest on debt, the theoreti-
cal effect of inflation on stock prices is ambi-
guous. We discuss the non-neutrality issue in
greater detail in the next section.
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Empirical evidence confirms the theoretical
effects of the required real rate of return and of
the expected growth rate of future real divi-
dends on stock prices. For example, COATE and
VANDERHOFF (1986) estimate that over the peri-
od 1968-1982 an increase in the expected
growth of future U.S. real output of 1% (which
is taken to imply an expected increase in future
dividends) increases real stock prices (as mea-
sured by the New York Stock Exchange value
weighted index dividend by the consumer price
index) by 11 %. Similarly, casual daily evidence
on the movements of stock prices and interest
rates suggests a negative association between
real returns and stock prices.

Empirical evidence appears to be at odds,
however, with the presumed neutral effect of
expected inflation on real stock prices. The evi-
dence shows that inflation (expected or unex-
pected) and stock prices (real and nominal)
tend to move in opposite directions. This em-
pirical anomaly is observed not.only in the
United States but also in most industrialized
countries with active stock markets during
the postwar period (see GULTEKIN, 1983, and
SOLNIK, 1983). For example, in the 1970s when
rates of inflation increased worldwide, stock
markets were depressed around the globe, and
in the 1980s when rates of inflation decreased,
stock markets boomed.

3. Is the negative association between inflation
and real stock prices explainable?

The observation that inflation is ‘bad’ for stocks
led financial economists to reexamine both the
traditional theory of stock price determination,
that is, the present value model in which infla-
tion is neutral, and the nature of the statistical
evidence. The current consensus is that the var-
ious inflation non-neutralities have an aggre-
gate ambiguous effect on real stock prices, and
that the negative empirical association between
real stock prices and inflation reflects third fac-
tors that cause the two variables to move in op-
posite directions. We begin by describing the
theoretical reasons behind the non-neutral ef-
fects of inflation on real stock prices; for an
earlier review of this topic, see MODIGLIANI
(1982), who presents a detailed model of stock
price determination for a levered corporation
with a rich set of different tax rates, or PEARCE

(1982). Then we review the hypothesis that third
factors cause inflation and stock prices to move
in opposite directions.

3.1 Inflation Non-Neutralities

Non-neutralities may arise from different
sources and can cause stock prices to move in
different directions. We first describe the non-
neutral effects of inflation on corporate earn-
ings and on expected future real dividends.
Subsequently, we examine the non-neutral ef-
fects of inflation on the required real rate of re-
turn.

FeLDSTEIN (1980) and others have explained
the negative association between inflation and
stock prices as a result of the non-neutralities of
the tax law, claiming that a higher rate of infla-
tion decreases corporate earnings and thus
stock prices. Corporate earnings decrease for
two major reasons: First, a higher rate of infla-
tion diminishes the depreciation allowances to
corporations because, under the tax law, depre-
ciation is computed based on nominal histori-
cal costs. In real terms, therefore, the deprecia-
tion allowances and the after tax profits are
smaller. Second, when firms sell from their in-
ventories and use FIFO (first-in, first-out) ac-
counting, a higher rate of inflation causes an ar-
tificial increase in nominal gains, which are
taxed as ordinary income. The artificial in-
crease in gains occurs because firms can only
deduct the original cost of buying goods rather
than the current cost of replenishing invento-
ries. The final effect is higher taxes and lower
after-tax profits.

The negative effect of inflation on after-tax
corporate profits under the current tax law may
be offset, however, by a corporation’s nominal
debt contracts. KEsseL (1956) and others have
asserted that as long as a firm is a net debtor,
an unanticipated increase in inflation should
benefit its stockholders because it becomes
cheaper for firms to pay back their nominal
debt. Indeed, BERNARD (1986) and PEARCE and
ROLEY (1987) find evidence that firms with high
debt-equity ratios benefit from unanticipated
inflation. Thus, theoretically, the aggregate ef-
fect of inflation on after-tax corporate profits
and, subsequently, real stock prices is ambi-
guous and depends on the tax and debt status
of corporations.

Many authors have also examined the non-
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neutral effects of inflation on stockholders’ re-
quired real rate of return. Their arguments are
plausible, but less persuasive than the argu-
ments affirming that inflation affects real divi-
dends. MALKIEL (1979) contended that an in-
crease in expected inflation increases systemat-
ic risk because corporate profits become more
unpredictable. A higher level of systematic risk
increases the risk premium component of the
required real rate of return and lowers real
stock prices. PINDYck (1984) expanded MAL-
KIEL’S analysis, tracing the increase in systemat-
ic risk to an increase in the volatility of stock
prices. However, POTERBA and SUMMERs (1966)
have criticized the MALKIEL-PINDYCK hypothe-
sis as being inadequate to explain the large
drop in stock prices during the 1970s in the
United States. PoTERBA and SuMMERS found
that shocks to volatility do not persist and thus
changes in volatility cannot have a large effect
on systematic risk and on the required real rate
of return.

Other authors have concentrated on the ef-
fects of inflation on the risk-free component of
the required real rate of return. HENDERSHOTT
and Hu (1981) and SumMERs (1981) argued that
an increase in expected inflation increases the
after-tax real rate of return and offered as an
example the return to owner-occupied housing.
This argument depends critically on the higher
tax benefits of housing in an inflationary en-
vironment and runs counter to the traditional
MuNDELL-TOBIN effect, which claims that an in-
crease in expected inflation drives investors out
of money into short-term debt assets and thus
decreases the risk-free real rate of interest in
equilibrium. However, BARsSKY (1986) provided
a model that rationalizes higher housing prices,
lower risk-free real rate of interest, and lower
stock prices.

Finally, MopiGLIaNI and CoHN (1979) have
argued that investors suffer from money illu-
sion and use the nominal interest rate rather
than the real interest rate to discount future
cash flows; in addition, investors do not take
into consideration the gains from the fall in the
real value of outstanding nominal debt that we
discussed earlier. During a period when infla-
tion rises unexpectedly, the combination of
these two effects causes a drop in stock prices.
MobiGLiANI and COHN’s hypothesis is attrac-
tive, but because it is based on the assumption
that market participants are not rational, it is

heavily criticized by most financial economists.
Furthermore, PEARCE and RoOLEY (1987) find evi-
dence that investors do take into consideration
a firm’s gains from nominal debt.

3.2 A Statistical Illusion?

NELSON (1979) and FaMa (1981) concentrated on
the nature of the empirical evidence and argued
that the negative association between inflation
and real stock prices should not be interpreted
as evidence that higher inflation causes real
stock prices to decline. FaMA attributed the
negative association between inflation and real
stock prices to the omission of a third factor,
real economic activity, from the empirical analy-
sis. He argued that an increase in real economic
activity, which increases real stock prices, also
increases money demand and, for a given mo-
ney supply, lowers the rate of inflation. Day
(1984) and Leroy (1984) present theoretical
analyses consistent with the FAMA hypothesis.

GEeskE and RoLL (1983) expanded FamA’s hy-
pothesis and provided interesting empirical evi-
dence. They found that expectations of higher
future real activity (and thus real dividends) in-
crease current stock prices and at the same time
lead market participants to expect smaller gov-
ernment budget deficits and thus a smaller ex-
pansion in the money supply and a lower rate
of inflation. The expectation of a lower rate of
inflation in the future leads to a drop in the cur-
rent rate of inflation, and thus higher stock
prices occur together with lower actual and ex-
pected rates of inflation. JAMES, KOREISHA and
PartcH (1985) confirmed the GESKE-ROLL re-
sults with more sophisticated statistical tech-
niques.

Using survey data, COATE and VANDERHOFF
(1986) showed that including the expectation of
future real activity in the regression of real
stock prices on expected inflation reduces the
size of the negative inflation coefficient, al-
though it does not eliminate the negative coeffi-
cient completely. Similar evidence was also
found by PeaRCE (1984). Finally, KauL (1987)
and KooL and HAFER (1986) found that the neg-
ative post-World War II association between
inflation and real stock prices in the United
States is not present in the prewar data. KauL
attributes this difference to the lack of counter-
cyclical monetary policy before 1940. The
absence of countercyclical monetary policy
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breaks the link between government deficits
and inflation in the GESKE-ROLL argument.

4. Economic News and Stock Prices

One way to assess empirically the directional
effects of inflation, the required real rate of re-
turn, and the expectations of future real divi-
dends on stock prices is to examine how stock
prices change after a piece of news about each
of the three fundamental determinants of stock
prices hits the market. This approach, followed
by PEARCE and ROLEY (1985) and HARDOUVELIS
(1987a), has a major advantage: it identifies
each news variable as the causal variable and
the change in the stock price as the caused var-
iable. In most empirical work, one simply as-
sumes a causal relationship between two var-
iables. Recall that financial economists have ex-
plained the puzzle of the negative association
between inflation and stock prices by arguing
that the assumption of a causal relationship be-
tween inflation and stock prices is not valid.
Thus one of the benefits of the news approach
is to clarify whether or not an increase in infla-
tion causes stock prices to decrease.

In this article I single out announcements of
U.S. economic data from all the information
that hits the market daily. Because these an-
nouncements do not represent single occur-
rences but are made regularly over long periods
at a specified date and time, usually at one-
month intervals, they are easy to isolate and
study. The economic series that I examine are
representative of the U.S. economy and are
closely watched by market professionals. They
belong to five broad categories. The first cate-
gory represents inflation news and includes the
producer and consumer price indices. The sec-
ond category reflects news about real economic
activity and consists of the unemployment rate,
housing starts, the industrial production index,
and the index of leading indicators. The third
category includes an interest rate news variable,
the Federal Reserve’s discount rate. Announce-
ments of prospective discount rate changes are
not regular but are easy to isolate. The fourth
category represents monetary news and in-
cludes two variables that are announced week-
ly, the level of bank nonborrowed reserves and
the level of money (M1). Finally, the last catego-
ry includes macroeconomic variables that are

denominated in nominal terms and have a
mixed informational content: personal income,
consumer credit, manufacturers’ orders of dur-
able goods, retail sales, and the trade deficit.

Market participants respond to an announce-
ment because of the new information contained
in the announcement. Old information is al-
ready incorporated into stock prices and cannot
have an effect. Thus it is critical to be able to
measure the part of the announcement contain-
ing new information. An attractive feature of
the series examined here is the existence of sur-
vey data on market participants’ expectations
about the announced number. The surveys are
conducted among market professionals before
each announcement by Money Market Services
Inc. (MMS) of Belmont, California. MMS pro-
vides the median forecasts. The difference be-
tween the announced number and the survey
median represents the unanticipated compo-
nent of the announced number, which I utilize
below. In the case of announced discount rate
changes, no survey data exist, but during our
sample period most of these changes were
largely unanticipated because they were not
‘technical’ adjustments, that is, delayed expect-
ed responses of the Federal Reserve to past
changes in the level of the federal funds rate
(see BATTEN and THORNTON, 1984, or SMIRLOCK
and YAwitz, 1985).

Table 1 shows that the survey medians are
more accurate predictors of the announced
economic numbers than forecasts based on sim-
ple econometric models. The measure of fore-
cast accuracy is the root mean squared error
(RMSE) shown in the first two columns of
Table 1. The RMSE represents the average size
over the sample period of the mistake made in
forecasting each announced number. Thus a
lower RMSE implies better forecasting per-
formance. With the exception of consumer in-
stallment credit, the RMSEs of the survey fore-
casts are always smaller than the corresponding
RMSEs of the forecasts generated from simple
econometric models. The econometric models
consist of relating the current value of an eco-
nomic series to its own lagged values. Table 1
shows the estimated parameters of these rela-
tions. The tabulated parameters provide useful
information on the persistence of a change in
an economic variable across time, a topic rele-
vant to our analysis of the empirical evidence
of the next section.
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Table 1: Forecast Performance of Survey Data and Autoregressive Models (October 1979 — August 1984)

Autoregressive Equation: X, =cy+ ¢, X + ... + G Xy + 1,

X, RMSE Co c [ C4 Cs
Survey Model

CPI 0.23 0.32 .19% .66*

PPI 0.33 0.44 22% S1*

Unemployment 0.22 0.27 48* 1.3*

Housing starts 0.15 0.18 .10 .56*

Industrial production 0.69 1.06 .07 59%

Leading indicators 1.37 1.90 .30 29%

Nonborrowed reserves 0.87 0.87 -.13 A43* .16* .20% -.13

Money (M) 0.61 0.67 25%  _32% -.20*

Personal income 0.42 0.50 48%* 33%

Consumer credit 1.40 1.38 37 .88*

Durable goods 3.69 4.05 41 .10

Retail sales 1.45 1.60 57* .05

Trade deficit 1.65 1.69 .39 31 27

Notes: * denotes statistical significance at the 5% level. RMSE denotes the root mean squared error and is a measure of forecasting accu-
racy. The units of the x, variables are as follows: Monthly percentage change for CPI, PPI, industrial production, durable goods, leading
indicators, personal income, and- retail sales. Weekly percentage change for nonborrowed reserves (as a percent of M;), and money.
Change in levels for consumer installment credit ($ billions), and discount rate. Levels for unemployment rate, housing starts (millions of

units), trade deficit ($ billions).

Table 2: Reactions to the Unanticipated Component of Announced Economic Data

October 1979 — October 1982

October 1982 — August 1984

Variable S&P 100 T-bil  T-bond S&P 100 T-bill  T-bond
M CPI -.32 .09 19* -.02 .07 35
M  PPI -.43 29 30* .46 .06 14*
M  Unemployment 42 -.58* -.09 230# =21* -19%
M Housing starts 2644 99 # .09 2.07 -.01 .01
M  Industrial production .10 .04 .05 .07 .03 -.01
M  Leading indicators -.15 -.10 .00 .07 .00 .00

Discount rate -.80* 37* .09* S5 26% .14
W  Nonborrowed reserves 28%  —12% -.02 23 ~.01 -.01
W Money (M) -20 22% .10* -.70% d6* 3%
M  Personal income B65H# 234 —-.18* .88 .08 .03
M  Consumer credit -.04 -.05 -.02 -13 .00 .01
M  Durable goods .02 21 -.00 -.00 .01 02%
M  Retail sales -.08 .06 .03 13 .02 .02
M  Trade deficit 28 ~-.09* -.02 .09 -.00 .00
R? .04 16 .09 .01 12 10
SEE 1.05 0.34 0.16 1.09 0.10 0.09

Notes: M and W denote monthly and weekly announcements respectively. * and # denote statistical significance at the 5% and 10% level
respectively. R? is the coefficient of determination adjusted for degrees of freedom, and SEE is the regression standard error. The S&P
100 is the percentage change over a business day from market close to market close. The three-month T-bill and the twenty-year T-bond

rates are changes in yields to maturity from 3:30 p.m. New York time to 3:30 p.m. of next trading day.

5. Empirical Evidence

Table 2 contains the main empirical results. It
shows the percentage change in the Standard
and Poor 100 index due to the unanticipated
component of an announced number. This per-

centage change is measured from the market
close prior to an announcement to the market
close following an announcement. The re-
sponses of stock prices can thus be interpreted
as responses of real stock prices, because the
GNP deflator does not change very much over
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a single business day. The Standard and Poor
100 index is a representative index of the U.S.
stock market. The index is of additional interest
because it serves as a base for actively traded
futures and options contracts. The table also
shows the simultaneous response of the three-
month U.S. Treasury bill rate and the twenty-
year U.S. Treasury bond rate. The responses of
the two interest rates provide helpful informa-
tion for correctly interpreting the underlylng
causes of the stock price responses.

5.1 Some General Remarks

The sample period runs from October 1979
through August 1984. I partitioned the sample
period into two subperiods with a break point
in October 1982 because of the different course
which U.S. monetary policy followed during
these two subperiods. In the period October
1979 — October 1982, the Federal Reserve al-
lowed interest rates to fluctuate more freely
than in the period October 1982 — August 1984.
The Federal Reserve’s response to news was
different across the two subperiods, and this
may have affected the way stock prices re-
sponded to news.

Table 2 shows that the explanatory power of
the macroeconomic variables is very small. Ex-
planatory power is measured by the adjusted
coefficient of determination, R2. An R? of 0.04
for the S & P 100 means that only 4% of the dai-
ly variation in the S & P 100 is explained by an-
nounced unanticipated changes in the macro-
economic variables of the table. Therefore, if
one were to use the table’s estimated responses
as a guide for an appropriate short-term invest-
ment strategy, such a strategy would be very
risky. Notice that after October 1982, the ex-
plained variation of the S &P 100 falls from 4%
of the total variation to only 1%. Table 2 also
presents the absolute size of the unexplained
variation of the daily percentage change in
stock prices, the SEE. SEEs are quite large and
remain fairly stable across the two subperiods.

The macroeconomic variables are more suc-
cessful in explaining movements in the two in-
terest rates. In both subperiods the R2s for the
two interest rates are in the neighbourhood of
10%, which is much larger than the R2s of the
S & P 100. Observe also that in the period Oc-
tober 1979 — October 1982, when the Federal Re-
serve allowed interest rates to fluctuate freely,

the volatility of both short- and long-term inter-
est rates is much larger than their correspond-
ing volatility of the October 1982 — August 1984
period. For example, the unexplained daily var-
iation in short-term interest rates was 34 basis
points during the first subperiod, but only 10
basis points during the second subperiod.

5.2 Responses to Individual News

Let us begin by examining the response to infla-
tion news. The response of long-term interest
rates to inflation news shows that markets re-
vise their inflationary expectations upward af-
ter an announced unanticipated increase in the
previous month’s rate of inflation. For exam-
ple, an unanticipated monthly increase in pro-
ducer prices of 1% increases the annualized
twenty-year Treasury bond yield by 30 basis
points in the first period and by 14 basis points
in the second period. The asterisk next to these
coefficients shows that the responses are reli-
ably different from 0 (5% significance level; the
number symbol, #, denotes significance at the
10% level). These responses are also consistent
with the evidence of Table 1. Table 1 shows that
for both the CPI and the PPI, the monthly rate
of inflation is positively related with its own
lagged value. Thus a rational market partici-
pant who finds that the previous month’s rate
of inflation was higher than expected, correctly
revises his expectation of the current and future
inflation rates upward.

Despite the strong interest rate responses to
inflation news, the corresponding stock price
responses are negligible and mixed. For exam-
ple, an unanticipated increase in the monthly
rate of producer prices of 1% decreases stock
prices by 0.43 % in the first period and increases
stock prices by 0.46% in the second period.
None of these coefficients is reliably different
from 0. The message from these results is clear:
inflationary expectations affect bond yields but
do not affect stock prices. Thus our evidence
reinforces the assertion of FaMA that the nega-
tive correlation between inflation and stock
prices found by most researchers is in fact due
to third factors.

Let us turn now to the stock price responses
to announcements of real economic activity.
Table 1 shows that variables that capture
monthly changes in real economic activity are
positively related to their lagged values. Thus
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an unanticipated increase in real economic ac-
tivity should lead to an expected increase in fu-
ture real economic activity, which is good for
profits and dividends, and should lead to an in-
crease in stock prices. However, an expected fu-
ture increase in real activity will also increase
the expected real rate of interest and thus the
required real rate of return, an outcome which
is bad for stocks. It is unclear which of the two
opposing forces will prevail. Table 2 shows no
reliable response to the index of leading indica-
tors or the industrial production index. There is
some response to the unemployment rate and
housing starts. An unanticipated increase in the
unemployment rate provides information on a
weakening economy, lower future real econom-
ic activity, and thus lower future real interest
rates. The expectation of lower future real inter-
est rates decreases interest rates and increases
stock prices following the announcement. The
increase in stock prices shows that the positive
effect of the lower required real rate of return
dominates the direct negative effect of lower
future dividends. Observe also that the market
responses to the unemployment rate become
stronger after October 1982. This may be evi-
dence that after October 1982 markets expected
the Federal Reserve to follow a more active
countercyclical policy. In such case, the Fed
would expand the supply of money to counter-
act the drop in aggregate demand, which puts
additional downward pressure on interest rates
and additional upward pressure on stock
prices. Next, observe that an unanticipated in-
crease in housing starts causes a minor increase
in interest rates and an increase in stock prices.
In the case of housing starts the direct effect of
a change in future dividends appears to domi-
nate the stock price reactions.

After an announced increase in the Federal
Reserve’s discount rate, markets expect tighter
monetary policy and higher future real rates of
interest. Thus interest rates increase and stock
prices decrease. Stock prices decrease both be-
cause the required real rate of return is higher
and because the future tightening is expected to

reduce real economic activity and thus profits
and dividends. Observe that the post-October
1982 stock price reactions appear anomalous
but the coefficient estimates are not reliable.
HAFER (1986) finds similar evidence.

Strong responses follow the announcements
of the two monetary variables, nonborrowed re-

serves and M. An increase in nonborrowed re-
serves is associated with a future increase in the
supply of money and lower future real rates of
interest, which cause a decrease in interest rates
and an increase in stock prices following the
announcement. Stock prices increase both be-
cause the required real rate of return is lower
and because future economic activity is expect-
ed to increase due to the lower real rates of in-
terest. Table 1 confirms this scenario because
changes in nonborrowed reserves are positively
related with their own past changes. Observe al-
so that the market responses disappear after
October 1982 probably because of a change in
the operating procedures of the Federal Re-
serve. Before October 1982 the Federal Reserve
used nonborrowed reserves as the weekly op-
erating target, but after October 1982 it substi-
tuted borrowed reserves for nonborrowed re-
serves. In HARDOUVELIS (1987b), 1 argue that
this switch eliminated the informative content
of reserves announcements.

An unanticipated increase in M: has opposite
effects from those of nonborrowed reserves.
Table 1 shows why. The weekly percentage
change in M is negatively related to its past
values. Thus an unanticipated increase in M
leads markets to expect a future decrease in the
supply of money and higher future real rates of
interest, which cause an increase in interest
rates and a decrease in stock prices immediate-
ly following the announcement. Again, the re-
sponse of stock prices to the announcement of
M: is caused by a simultaneous change in the
required real rate of return and the expected fu-
ture growth of real dividends, both of which
move stock prices in the same direction. Ob-
serve that the reaction of long-term interest
rates is too strong to be explained simply as
arising from a change in the real rate of inter-
est. This is a well known puzzle in the academic
literature. For an explanation, see HARDOUVELIS
(1984).

Of the remaining series, only the announce-
ment of personal income causes stock prices to
respond reliably and only during the first sub-
period. An unanticipated increase in personal
income increases stock prices and decreases in-
terest rates. A scenario consistent with these
reactions is the following: Personal income is a
signal of aggregate supply. Thus an increase in
personal income is associated with an expan-
sion in output and a decrease in interest rates.
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Both of these cause stock prices to decrease.
The reactions become weaker after October
1982 perhaps because the Federal Reserve be-
gan following countercyclical policy, thus
reacting to future expansions in output by
restricting the money supply. The Fed reaction
opposes the decrease in interest rates and the
increase in stock prices.

There is practically no response to the trade
deficit, a statistic that has recently gained emi-
nence and causes considerable turbulence in fi-
nancial markets. This shows that at different
points in time markets focus on different eco-
nomic variables as indicators of policy and fu-
ture economic prospects.

6. Conclusions

The paper analyzed the reaction of stock prices
to the first announcement of fourteen key mac-
roeconomic variables that are closely watched
by professional economic forecasters, and
found that the direction of the stock price re-
sponses to each piece of economic news is con-
sistent with the predictions of the present value
model of stock prices. Most of the recent evi-
dence against the present value model is of dif-
ferent nature, however. Critics of the present
value model argue that stock prices move too
much to be justified by the movement of ex-
pected dividends or discount factors. In the
paper’s framework, excessive volatility corre-
sponds to overreaction to economic news, but
this issue was not analyzed.

Let us highlight the most important findings.
First, consistent with Finance theory, changes
in expected inflation have a neutral effect on
real stock prices. When the previous month’s
rate of inflation is announced and it is larger
than anticipated, long-term bond yields in-
crease instantaneously. This response shows
that inflationary expectations increase. Never-
theless, stock prices remain largely unchanged.
This evidence confirms the assertion of Fama
that the anomalous post-World War II negative
association between inflation and stock prices
does not reflect a causal relationship running
from inflation to stock prices but rather is due
to third factors that push inflation and stock
prices in opposite directions. Second, news
about real economic activity has ambiguous ef-
fects on stock prices. This is consistent with

Finance theory because an exogenous increase
in real economic activity typically causes real
rates of interest to increase. Thus the positive
effect of higher economic activity on stock
prices is counteracted by the negative effect of
higher capitalization rates. Third, news about
monetary policy has strong effects on stock
prices. An expansionary (contractionary) mone-
tary policy causes higher (lower) real economic
activity and lower (higher) real rates of interest,
both of which increase (decrease) stock prices.
Overall, the stock price responses vary across
time as the informative content of each variable
changes. We found that perceived changes in
the behavior of the monetary authority alters
the size of the market responses considerably.
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