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This paper examines the impact of the stance of monetary
policy on security returns. The two measures of the stance
of monetary policy used, the federal funds rate and an in-
dex based on the change in the discount rate, contain sig-
nificant information that can be used to forecast expected
stock and bond portfolio returns. Specifically, we find that
a restrictive (expansive) monetary policy stance decreases
(increases) returns of large and small stock portfolios and,
in some cases, corporate bond portfolios. The monetary
policy stance measures have explanatory power in fore-
casting stock and bond returns, beyond the business con-
ditions proxies.

Economic Factors, Monetary Policy,
and Expected Returns on Stocks and Bonds

A growing body of research has focused on forecasting
stock and bond returns using economic and monetary
factors. Fama and French (1988, 1989), Fama (1990), and
Schwert (1990) focus on economic factors and find that
three business conditions proxies, the dividend yield, de-
fault spread, and term spread, can explain significant vari-
ation in expected stock and/or bond returns. These studies
generally find that the required returns that investors de-
mand vary over the business cycle.

The majority of the research on monetary policy has fo-
cused on its impact in the real sector (see Romer and Romer
1989 and Bernanke and Blinder 1992). Less attention has
been directed at the impact of monetary policy actions on
stock and bond returns. Recently, Jensen, et al. (1996) used
an index of the stance of monetary policy based on changes
in the discount rate to show that expected stock returns are
higher in expansive periods than in restrictive periods. Com-
bining the previously used business cycle proxies with a
measure of monetary policy, they find that the impact of the
various business conditions proxies varies across monetary
environments. Specifically, they find that the business con-
ditions proxies have explanatory power only during restric-
tive periods.

In this study, we examine the impact of monetary pol-
icy on expected stock and bond returns and expand on pre-
vious work in several ways. First, we construct measures
of the business conditions proxies in a slightly different way
to test the robustness of the findings related to the predic-
tability of stock returns. Second, we use two measures of
monetary policy actions, the one developed by Jensen, et
al. (1996) related to the directional change of the discount
rate and one proxied by the federal funds rate, to determine
whether there exists a direct monetary sector effect on
stock and bond returns through these measures of mone-
tary policy. Third, we examine a portfolio of small stocks
and a portfolio of large stocks to determine whether the
findings related to either the business conditions or mon-
etary stringency have a differential impact given firm size.
The motivation for this is based on the notion that smaller
companies are more directly affected by changes in mon-
etary policy due to their dependence on bank and private
market financing.
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We find, similar to earlier work on business conditions
and expected returns, that the default spread, dividend yield,
and the term spread are important in explaining expected
returns on both large and small stock portfolios and on a
portfolio of corporate bonds. We find that both measures
of monetary policy actions have explanatory power for ex-
pected excess returns on the large stock portfolio and for
the small stock portfolio in monthly returns. For the ex-
pected excess returns on corporate bonds, we find that the
discount rate change measure of monetary policy stance has
explanatory power. When we interact the discount rate
change index with the business conditions proxies, we find
that the monetary policy effect is direct and does not work
through the business conditions proxies as suggested by Jen-
sen, et al. (1996). We do find a larger monetary or business
condition effect for smaller firms, consistent with a differ-
ential impact on these firms compared to large firms. Over-
all, these results suggest monetary policy actions can be used
to forecast excess returns on stocks and bond portfolios.

I. RELATED RESEARCH
Business Conditions and Security Returns

The recent research on the relation between stock returns
and business conditions have focused on three measures
of the business environment: dividend yield, the default
spread, and the term spread. Dividend yield, as a business
conditions proxy, is perhaps the oldest of the measures be-
lieved to vary with expected stock returns (see Dow 1920).
The intuition for this relation, provided by Fama (1990), is
that stock prices are low relative to dividends when dis-
count rates and expected returns are high, and vice versa,
so D(1)/V(1) varies with expected returns. Rozeff (1984),
Shiller (1984), Campbell and Shiller (1987), Fama and
French (1988, 1989), Fama (1990), and Jensen, et al. (1996)
document that dividend yields forecast stock returns.
Evidence that the default spread is important in ex-
plaining stock and/or bond returns is more recent. Chen,
Roll, and Ross (1986) argue that the spread of lower- to
higher-grade bonds is a proxy for business conditions.
They argue that when business conditions are poor, spreads
are likely to be high, and when business conditions are
strong, spreads are likely to be low. Studies by Fama and
French (1989), Fama (1990), and to a lesser degree Jensen,
et al. (1996), find that the default spread captures variations
in expected returns in response to business conditions.
The third measure of business conditions that has been
used in previous studies is the term spread. The motivation
for this is that the term spread is shown to decrease near

peaks of economic activity and increase near economic
troughs. Consistent with this motivation, Campbell (1987),
Fama and French (1989), Fama (1990), Schwert (1990),
Shiller (1984), Campbell and Shiller (1987), and Jensen, et
al. (1996) find that the term spread also explains similar
variations in expected stock returns.

Monetary Policy and Security Returns

It has long been contended that monetary policy affects not
only economic activity, but also security returns. An early
examination of the link between stock returns and mone-
tary policy by Rozeff (1984) finds a relation between stock
returns and contemporaneous monetary policy develop-
ments. Additional studies by Shiller (1984), Campbell and
Shiller (1987), Geske and Roll (1983), and Kaul (1987) pre-
sent evidence linking the monetary sector to stock returns.

More recently, Jensen and Johnson (1995) find that stock
returns are related to changes in the Federal Reserve dis-
count rate. In Jensen, et al. (1996), this measure of mone-
tary policy is used to show that business conditions proxies
used in previous studies (as discussed above) vary dramat-
ically across monetary environments. Their motivation for
using the discount rate as a proxy for the stance of mone-
tary policy follows from the view that the discount rate
is routinely regarded as a signal of monetary and possibly
economic developments. Their argument is based on
Waud’s (1970) suggestion that discount rate changes affect
market participants’ expectations about monetary policy
because (1) rate changes are made only at substantial inter-
vals, (2) they represent a somewhat discontinuous instru-
ment of monetary policy, and (3) they are established by
a public body perceived as being competent in judging the
economy’s cash and credit needs. Using discountrate change
series as their measure of expansive and restrictive policies,
they are able to show that the behavior of the business con-
ditions proxies and their influence on expected returns is
significantly affected by the monetary environment.

We reexamine the impact of monetary policy based on
the measure developed by Jensen, et al. (1996) with slightly
different proxies for business conditions. We also use the
federal funds rate, based on evidence by Bernanke and
Blinder (1992) and Laurent (1988) that the federal funds rate
is a good indicator of monetary policy actions. To exam-
ine whether business conditions and monetary policy have
a differential impact on small versus large stocks, we ex-
amine expected returns on a portfolio of the S&P 500 firms,
a portfolio of small stocks (approximately the fifth quin-
tile of firms on the New York Stock Exchange), and a port-
folio of Aaa and Aa rated bonds. This allows us to test for
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a differential impact of both business conditions and mon-
etary policy on large versus small firm returns and on bond
returns.

II. Data
Sample Period

We examine stock and bond returns over the period August
1954 through December 1992. This follows closely the sam-
ple period chosen by Jensen, et al. (1996) and the first avail-
ability of the federal funds rates. Even though February
1954 reflects the first change in stance through the discount
rate since the Federal Reserve/Treasury accord of 1951, we
start our sample from August 1954 to match the federal
funds rate data. This permits us to compare the informa-
tion contained in each measure.

TABLE 1

Following the Jensen, et al. (1996) approach in con-
structing the discount rate series, we find this 39-year pe-
riod includes a total of 99 discount rate changes, 49
increases and 50 decreases. They define a rate change se-
ries as a period of time over which discount rate changes
are in only one direction, either increasing or decreasing.
This results in 23 rate change series, 12 decreasing and 11
increasing. Using this framework, we accept their notion
that a series reflects a period in which the Fed is operating
under the same monetary policy; the next series occurs
when a rate change in the opposite direction is announced.
The months in which rates are announced are eliminated
from the sample. This results in 439 monthly observations,
239 months following discount rate increases and 200 fol-
lowing discount rate decreases.

In the quarterly sample, we have 131 observations. This
is 11 quarters fewer than that of Jensen, et al. (1996) because

FEDERAL RESERVE DiscoOUNT RATE CHANGE SERIES: FEBRUARY 1954 THROUGH DECEMBER 1992

SERIES INCREASING (I) orR DECREASING (D) FIRST RATE CHANGE NUMBER OF RATE CHANGES MONTHLY OBSERVATIONS
1 D 02/05/54 2 13
2 I 04/14/55 S 30
3 D 11/15/57 4 8
4 I 08/15/58 5 21
5 D 06/30/60 2 36
6 I 07/17/63 3 44
7] D 04/07/67 1 6
8 I 11/20/67 2 8
9 D 08/16/68 1 3

10 | 12/19/68 2 22

1% D 11/11/70 5 )

12 I 07/16/71 1 3

13 D 11/11/71 2 13

14 I 01/15/73 8 22

15 D 12/09/74 7 31

16 I 08/30/77 14 32

17 D 05/29/80 3 3

18 I 09/26/80 4 13

19 D 11/02/81 9 28

20 [ 04/09/84 1 6

21 D 11/23/84 7 33

22 I 09/04/87 3 38

23 D 12/18/90 7 24

Source: Extracted from Jensen, et al. (1996).
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of the creation of quarters around rate changes. They drop
months when the number of months in a rate change series
is not divisible by 3. We use the traditional calendar quar-
ters and eliminate the quarters in which a rate change oc-
curred. This analysis places the monthly and quarterly data
into one of two subsamples: observations that occur during
increasing rate series and observations that occur during de-
creasing rate series. Table 1 provides the number of months
and quarters in each rate change series.

Return and Macroeconomic Variables

The return and explanatory variables follow those used in
previous studies, particularly Fama (1990) and Jensen, et al.
(1996).

Return Variables

Large stock returns (LS): Monthly stock returns for the
large stock portfolio are collected from Ibbotson and As-
sociates for the sample period February 1954 through De-
cember 1992. The data comprise the total returns, including
dividends, for the S&P 500 after March 1957 and for the
S&P 90 stocks before 1957. These represent a portfolio of
the largest market value companies in the U.S. The portfo-
lio returns are value-weighted. To obtain a measure of ex-
cess returns, we subtract the contemporaneous monthly
return on T-bills.

Small stock returns (SS): These are the monthly returns on
the Ibbotson small stock portfolio for the same sample pe-
riod. For the period February 1954 to December 1981, this
portfolio was the Dimensional Fund Advisors (DFA) Small
Company 9/10 (ninth and tenth) Fund. The fund is a mar-
ket-value-weighted index of the ninth and tenth deciles of
the New York Stock Exchange (NYSE), plus stocks listed
on the American Stock Exchange (AMEX) and over-the-
counter (OTC) with capitalization that is the same as or less
than the upper bound of the NYSE ninth decile.

The weight of each stock within the tund is proportion-
ate to its market capitalization; therefore, stocks with a
higher market capitalization value will be weighted more
than stocks with a lower market capitalization value. Since
the lower bound of the tenth decile is near zero, stocks are
not purchased if they are smaller than $10 million in mar-
ket capitalization (although they are held if they fall below
that level). A company’s stock is not purchased if it is in
bankruptcy; however, a stock already held is retained if the
company becomes bankrupt. Stocks remain in the portfo-
lio if they rise into the eighth NYSE decile, but they are
sold when they rise into the seventh NYSE decile or higher.
The returns for the DFA Small Company 9/10 Fund repre-

sent after-transactions-cost returns while the returns on
other asset classes and for the pre-1982 small company
stocks are before-transactions-cost returns.

For the period after 1982, the small stock portfolio is rep-
resented by the historical series developed by Banz (1981).
This equals the fifth quintile of the NYSE, based on mar-
ket value. Every five years the portfolio is rebalanced and the
new portfolio includes the new fifth quintile of the NYSE.
Excess returns are obtained by subtracting the return on the
contemporaneous T-bill.

Corporate bond returns (CB): The corporate bond total re-
turns are represented by the Salomon Brothers Long-Term
High-Grade Corporate Bond Index. According to [bbotson
Associates, the index includes nearly all Aaa- and Aa-rated
bonds. Capital appreciation returns were calculated from
yields assuming a 20-year maturity, a bond price equal to
par, and a coupon equal to the beginning-of-period yield.
The monthly income return was assumed to be one-twelfth
the coupon. The monthly return on the T-bill is subtracted
to obtain excess returns.

Explanatory Variables

Dividend vield (D/P): To obtain the dividend yield for the
large stock portfolio, we use the income return calculated
by Ibbotson Associates. Following Fama and French (1989),
we use annual income returns as the independent variable.

Term spread (TERM): To calculate the term spread, we use
the long-term government bond return from Ibbotson As-
sociates. For the 1954 to 1976 period, this involved using
approximately 20 bonds with reasonably current coupons.
For the 1977-1992 period, the return was calculated as the
change in the price plus the coupon payments. To develop
a measure of TERM, we subtract the contemporaneous T-
bill return from the long-term government bond return. This
measure differs from Fama (1990) and Jensen, et al. (1996)
in that they measure the difference between the 10-year and
1-year T-bond returns.

Default spread (DEF): The default spread is measured as
the difference between the return on the corporate bond
portfolio and the T-bond portfolio. Our measure is obtained
by subtracting the 20-year T-bond portfolio return (approx-
imately) from the return of a portfolio containing Aaa- and
Aa-rated corporate bonds. This measure is closest to the
Jensen, et al., measure of the Baa corporate bond minus
the 10-year T-bond. Fama (1990) and Fama and French
(1989) use the difference between a portfolio of all corpo-
rate bonds and the yield on the Aaa corporate portfolio.
Schwert (1990) uses the difference in yield between Baa
and Aa-rated corporate bonds.
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Discount rate changes (DIR): This is a binary variable tak-
ing on the value of one if the previous discount rate change
was an increase and zero if the previous change was a de-
crease.

Federal funds rate (FFRATE): This annualized rate equals
the monthly and quarterly averages of daily federal funds
rates collected from the Federal Reserve Bank of St. Louis
(FRED) data series.

To obtain security returns for the analysis involving
quarterly holding periods, we cumulate monthly observa-
tions. Following previous studies, we use excess returns of
large stocks (LS), small stocks (SS), and corporate bonds
(CB) as dependent variables. Consistent with earlier ap-
proaches, we focus on expected returns. In performing the
statistical analysis, we lag the independent variables D/P,
TERM, DEF, and FFRATE by one period relative to the ex-
cess returns variables.

III. EMpPIRICAL RESULTS

Variable Means
across Monetary Environments

Table 2 presents the means of the variables used in the analy-
sis across the sample period and during the expansive and
restrictive monetary periods, based on the discount rate in-
dex constructed according to the Jensen, et al. (1996) ap-
proach. The excess return variables for our large stock
portfolio, which is based on the S&P 500, are similar in

TABLE 2

magnitude to those reported for the value-weighted CRSP
index in Jensen, et al. The excess returns for our small stock
portfolio are slightly higher than those reported for the
equally weighted CRSP index in Jensen, et al. The excess
returns for our portfolio of high-grade corporate bonds are
consistent with the findings of Jensen, et al., and Rozeff
(1984), who find that stock returns vary across the mone-
tary policy environment.

The results on annual dividend yield are slightly lower
than those reported for the CRSP index by Jensen, et al., and
by Fama and French (1990). The difference across mon-
etary policy environments is similar to that reported in
Jensen, et al. Our measure of TERM differs substantially,
both in construction and in results, from other studies. We
use the difference between the long-term 20-year T-bond
and the T-bill rates; Jensen, et al., uses the difference be-
tween the 10-year and l-year Treasury yields, and Fama
(1990), Fama and French (1989), and Schwert (1990) use
the difference between corporate bond yields and the T-bill.
Compared to the results in Jensen, et al., the mean of our
variable is lower, and our measure shows much greater var-
iation across different monetary regimes. We prefer it be-
cause it reflects the spread between two of the more liquid
Treasury issues and does not contain any potential for a de-
fault spread, as do the measures using corporate series.

Our measure of the default spread (DEF) uses the dif-
ference between the return on the portfolio of Aaa- and
Aa-rated corporate bonds and the return on long-term T-
bonds. Earlier studies use the difference between high- and
low-grade corporate bonds (Fama 1990 and Schwert 1990).

MEANS OF OBSERVATIONS OF BUSINESS CONDITIONS PROXIES AND SECURITY RETURNS:

AucusT 1954 THROUGH DECEMBER 1992

FULL SAMPLE

EXPANSIVE PERIODS RESTRICTIVE PERIODS

VARIABLE (n=439) (n=200) (n=239) f TEST
SECURITY RETURNS (MONTHLY):
Large stock excess returns (LS) 0.523 1:299 -0.125 3.49%*
Small stock excess returns (SS) 0.885 1.932 0.008 3 42%*
High-grade bond excess returns (CB) 0.088 0.418 —-0.187 2.70%*
BusINESs CONDITIONS PROXIES (ANNUALIZED):
Term spread (TERM) 0.072 6.067 —4.884 12.84%*
Dividend yield (D/P) 4.065 4.153 3.991 1.89
Default spread (DEF) 0.737 1:325 0.246 2585
FEDERAL FUNDS RATE (ANNUALIZED): 6.298 5.490 6.975 4.43**

**% Statistically significant at the 0.01 level
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Our measure is closer to that used in Jensen, et al. (1996),
viz, the Baa-rated corporate bond minus the 10-year T-bond
yield. Compared to the measure used by Jensen, et al., our
measure of the default spread, DEF, has a smaller mean,
and it exhibits greater variability over different monetary
regimes. This is consistent with the interpretation of Jen-
sen, et al., that there is an increasing concern about a firm’s
ability to service its debt during expansive periods. This is
also consistent with higher risk premiums during economic
downturns.

Our results for the second measure of monetary policy
actions, the federal funds rate, indicate that the level of the
federal funds rate is consistent with the direction of mon-
etary policy indicated by the discount rate change meas-
ure. The correlation between the federal funds rate and the
discount rate index is 0.22. Thus, they both contain unique
information that may affect expected returns.

Business Conditions Proxies
and Expected Returns

In Table 3, we provide regressions of business conditions
on the expected returns on stocks and bonds. The results
presented here are similar to earlier studies by Fama and
French (1989) and Jensen, et al. (1996). We find that our
measure of the term spread (TERM) has a positive coeffi-
cient and is significant in explaining returns of large stocks,
small stocks, and corporate bonds for both monthly and
quarterly horizons. This finding is consistent with Fama
and French (1989), Fama (1990), and Jensen, et al. (1996).
The dividend yield (D/P) has explanatory power for large
and small stock returns but not for corporate bond returns
in the monthly returns. For the quarterly horizon, D/P loses
significance for large and small stocks and corporate bonds.
These findings differ from those of Fama and French (1989)
and the monthly returns of Jensen, et al. (1996), who find
that D/P has explanatory power for corporate bond returns.
For quarterly returns, we find that D/P does not have ex-
planatory power for either stocks or bonds.

We find the default spread (DEF) has explanatory power
for monthly returns of large and small stocks but not for
corporate bonds. Over the quarterly return horizon, we find
that DEF has explanatory power in forecasting quarterly
corporate bond returns as well as large- and small-stock
portfolios returns. Jensen, et al. (1996) find that the default
spread is important only in explaining equally weighted
stock portfolio returns. Overall, we find that the business
conditions proxies have explanatory power for explaining
stock and bond returns on both monthly and quarterly re-
turn horizons. Our results for the dividend yield (D/P) are
not as strong as earlier studies but may reflect differences
in the computation of this variable.

Monetary Sector and Security Returns

In Table 4, we add the proxies for monetary policy stance,
the federal funds rate and the discount rate change series.
The coefficients for the federal funds rate (FFRATE) in the
monthly regressions are negative and statistically signifi-
cant for the large and small stock regressions but not sig-
nificant in the bond return regressions. The coefficient for
DIR (value of one during restrictive periods) is negative and
statistically significant at the 0.05 level for all the monthly
regressions.

For the quarterly regressions in Table 4, the results are
quite different. The federal funds rate (FFRATE) is impor-
tant only in predicting large stock returns. The discount rate
change (DIR) has explanatory power only for corporate bond
returns. DIR has explanatory power for large stocks returns
when FFRATE is not included.

The regressions indicate that both the changes in the fed-
eral funds rate (FFRATE) and the discount rate series (DIR)
have explanatory power for predicting excess stock returns,
but only the DIR measure has explanatory power for pre-
dicting excess bond returns. These results indicate that the
returns on all portfolios are higher during expansive mon-
etary periods than during restrictive periods.

We also find that the business conditions proxies have
explanatory power for stock and bond returns. The addi-
tion of the proxies for monetary restrictiveness alters, to a
slight degree, the explanatory power of the business con-
ditions proxies for stock and bond portfolio returns. In par-
ticular, the coefficient and explanatory power of D/P, the
dividend yield, is consistently smaller for large stock, small
stock, and corporate bond portfolios. The coefficients on
TERM remain statistically significant for most stock re-
gressions. These results differ from those of Jensen, et al.
(1996), who find that the introduction of the monetary pol-
icy variable causes their measure for the term spread to lose
explanatory power for all stock regressions, although it is
still significant in the monthly and quarterly bond portfo-
lio regressions. The default spread (DEF) loses explanatory
power, although it is still significant at the 0.10 level for the
large and small stock portfolios in the monthly regressions.
For the quarterly return horizons, DEF continues to be sig-
nificant at the 0.05 level for the stock regressions. Thus,
the introduction of the two proxies only slightly alters the
results related to the business conditions proxies. This sug-
gests the potential for a direct monetary policy effect on
expected stock and bond returns.

In Table 5, we present evidence related to the stability
of the slope parameters across monetary policy environ-
ments. To do this, we interact DIR with the business con-
ditions proxies TERM, D/P, and DEF, and this is done with
and without the federal funds rate (FFRATE) included. In
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TABLE 3

REsuLTS OF REGRESSIONS OF BUSINESS CONDITIONS ON THE EXPECTED RETURNS OF STOCKS AND BONDS:
FEBRUARY 1954 THROUGH DECEMBER 1992

MONTHLY RETURNS

DEPENDENT VARIABLE CONSTANT TERM D/P DEF Apy. R? F TEST

(1) LARGE Stock PORTFOLIO -0.011 0.269 0.404 0.404 4.62
(-1.197) (312> (1.809) (2.256)* 0.02 [0.01]

(2) SMALL Stock PORTFOLIO -0.015 0.409 0.582 0.549 535
(-1.172) (3.446)** (1.899) (2.232)* 0.03 [0.01]

(3) BonD PorTFOLIO 0.003 0.116 -0.063 0.086 2.10
(0.660) (2.441)* (-0.513) (0.881) 0.01 [0.10]

(4) LARGE StOCK PORTFOLIO -0.011 0.184 0.402 4.35
(~1.155) (2.354)* (1.790) 0.02 [0.01]

(5) SmaLL Stock PorTFOLIO -0.014 0.294 0.579 5.48
(-1.131) (2735 * (1.879) 0.02 [0.01]

(6) BonD PoRTFOLIO 0.003 0.097 -0.063 2.75
(0.674) (2.286)* (-0.518) 0.01 [0.06]

(7) LARGE StoCcK PORTFOLIO 0.005 0.268 0.403 5.27
(2.626)** (3.092)** (2.242)* 0.02 [0.01]

(8) SMALL Stock PORTFOLIO 0.009 0.408 0.547 6.18
(3.140)** (3.423)** (2217)* 0.02 [0.01]

(9) BonD PorTFOLIO 0.001 0.116 0.087 3.01
(0.732) (2.446)* (0.884) 0.01 [0.05]

QUARTERLY RETURNS

DEPENDENT VARIABLE CONSTANT TERM D/P DEF Aps. R? F TEST

(1) LARGE Stock PORTFOLIO -0.033 0.558 1.114 1129, 5.66
(-1.042) B.507)** (1.444) (2.589)** 0.10 [0.00]

(2) SMALL Stock PORTFOLIO -0.037 0.875 1.457 1.669 5.86
(-0.767) (3.676)** (1.262) (2.619)** 0.10 [0.00]

(3) Bonp PorTFOLIO 0.010 0.240 -0.236 0.485 3.26
(0.610) (2.862)** (-0.579) (2.118)* 0.05 [0.02]

(4) LARGE StOCK PORTFOLIO -0.032 0411 1.128 4.92
(-0.989) (2.709)** (1.432) 0.06 [0.01]

(5) SMALL Stock PORTFOLIO -0.035 0.654 1.478 53
(-0.719) (2.874)** (1.253) 0.06 [0.01]

(6) BoND PORTFOLIO 0.011 0.177 -0.230 2.57
(0.627) 2227 (-0.557) 0.02 [0.08]

(7) LARGE StoCK PORTFOLIO 0.012 0.570 1.126 7.38
(1.726) (3.575)** (2.588)** 0.09 [0.00]

(8) SMALL Stock PorTFOLIO 0.022 0.892 1.705 7.96
(2.183) (3.742)** (2.622)** 0.10 [0.00]

(9) Bonp PorTFOLIO 0.001 0.238 0.484 4.74
(0.209) (2.842)** (2.119)* 0.05 [0.01]

* Statistically significant at the 0.05 level
** Statistically significant at the 0.01 level

NortEs: ¢ statistics in parentheses; p values in brackets.
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TABLE 4

REsuLTS OF REGRESSIONS OF BUSINESS CONDITIONS AND MONETARY PoLICY PROXIES
ON THE EXPECTED RETURNS OF STOCKS AND BONDS: AUGUST 1954 THROUGH DECEMBER 1992

MONTHLY RETURNS

DEPENDENT VARIABLE CONSTANT TERM D/P DEF FFRATE DIR Api. R? F TEST

(1) LARGE Stock PORTFOLIO -0.008 0.242 0.616 0.383 -0.193 5.93
(-0.840) (2.806)** @577y (2.149)* (=3.210)** 0.04 [0.00]

(2) SMALL Stock PORTFOLIO -0.012 0.383 0.854 0.526 -0.222 5.78
(=0.947) (3.219)** (2.585)** A3 (-2.662)** 0.04 [0.00]

(3) BoND PORTFOLIO 0.004 0.113 -0.039 0.082 -0.017 1.62
(0.678) (2.364)*  (-0.297) (0.829) (-0.520) 0.01 [0.17]

(4) LARGE StoCK PORTFOLIO -0.001 0.216 0.294 0.358 -0.011 522
(=0.074) (2.456)* (1.301) (1.991)* (-2.749)** 0.04 [0.00]

(5) SMALL Stock PORTFOLIO -0.003 0.346 0.476 0.488 -0.015 5.68
(-0.202) (2.853)** (1.529) (1.969)* (—2.587)** 0.04 [0.00]

(6) BonD PORTFOLIO 0.007 0.092 -0.090 0.056 -0.005 2.90
(1.357) (1.888) (-0.724) (0.570) (-2.307)* 0.02 [0.02]

(7) LARGE STOCK PORTFOLIO -0.001 0.206 0.529 0.341 -0.163 -0.009 5.62
(=0.151) (2.356)* (2.190)* (1.908) (=2.634)**  (=2.054)* 0.05 [0.00]

(8) SmALL Stock PORTFOLIO -0.004 0.335 0.737 0.469 -0.180 -0.011 5.47
(-0.264) (2.770)** (2.206)* (1.900) (-2.109)* (=2.015)* 0.05 [0.00]

(9) BonD PORTFOLIO 0.007 0.092 -0.092 0.057 0.001 -0.005 2.31
(1.355) (1.886) (-0.684) (0.570) (0.032) (-2.244)* 0.01 [0.04]

QUARTERLY RETURNS

DEPENDENT VARIABLE CONSTANT TERM D/P DEF FFRATE DIR Aps. R? F TEST

(1) LARGE StoCK PORTFOLIO -0.007 0.481 1.277 1.001 -0.527 562
(-0.211) (3.252)** (1.595) 2.411)* (—2.582)** 0.12 [0.00]

(2) SMALL Stock PORTFOLIO -0.015 0.826 1.754 1.613 -0.527 5:21
(=0.307) (3.609)** (1.416) (2.510)* (-1.670) 0.11 [0.00]

(3) BonD PORTFOLIO 0.017 0.161 -0.179 0.357 -0.180 1.87
(0.923) (1.839) (-0.379) (1.463) (-1.498) 0.03 [0.12]

(4) LARGE Stock PoRTFOLIO 0.010 0.355 0.464 0.971 -0.029 4.81
(0.292) (2.145)* (0.610) (2.279)* (-1.960)* 0.11 [0.00]

(5) SMALL Stock PORTFOLIO -0.005 0.745 0.971 1.642 -0.020 4.63
(-0.099) (2.915)** (0.828) (2.500)* (-0.864) 0.10 [0.00]

(6) BonD PORTFOLIO 0.032 0.052 -0.500 0.261 -0.023 3.31
(1.693) (0.548) (-1.155) (1.075) (-2.782)** 0.07 [0.01]

(7) LARGE STOCK PORTFOLIO 0.010 0.368 1.130 0.865 -0.477 -0.024 5.07
(0.298) (2.257)* (1.412) (2.053)* (-2.324)* (-1.620) 0.14 [0.00]

(8) SMALL Stock PORTFOLIO -0.005 0.758 1.666 1.531 -0.497 -0.014 423
(-0.099) (2,981 )%* (1.333) (2.329)* (-1.552) (-0.624) 0.11 [0.00]

(9) BoND PORTFOLIO 0.032 0.055 -0.314 0.231 -0.133 -0.022 2.91
(1.695) (0.585) (-0.677) (0.948) (-1.123) (-2.583)** 0.07 [0.02]

* Statistically significant at the 0.05 level
#** Statistically significant at the 0.01 level

Nortks: ¢ statistics in parentheses; p values in brackets.
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the monthly regressions for the large stock portfolio, the
coefficient on TERM*DIR is positive but not statistically
significant at traditional levels. However, the addition causes
the statistical significance of TERM to be reduced. DEF
continues to be significant, but DEF*DIR lacks explanatory
power in explaining large and small stock returns and cor-
porate bond returns. The default spread DEF continues to
have explanatory power for large and small stock returns,
but not corporate bonds, while the interaction of DEF*DIR
is insignificant in forecasting any of the return series. DIR,
the proxy for a restrictive monetary environment, contin-
ues to have explanatory power in many of the monthly re-
gressions, particularly for the large stock portfolio. For both
small stocks and corporate bonds, we find that DIR is not
significant whether FFRATE is included or not.

In the quarterly regressions, we find that only one of the
interaction terms (TERM*DIR) has explanatory power in
forecasting bond return series. The coefficient on DIR is
significant at the 0.05 level in forecasting returns on the
large stock portfolio. For the small stock portfolio, we find
that both the term spread (TERM) and the default spread
(DEF) are significant in explaining quarterly returns.

Overall, from these results, we conclude that monetary
policy has explanatory power in forecasting large and small
stock portfolio returns, as well as returns on high grade
corporate bonds. This is supported by both measures of the
stance of monetary policy: the index of change in the dis-
count rate and the federal funds rate. Tests of the stability
of the slope parameters across the monetary regimes indi-
cate that the slopes do not change in the restrictive monetary
policy environments and that monetary policy continues to
forecast large stock returns in most regressions. These re-
sults differ from those of Jensen, et al. (1996) in which they
cannot determine that monetary policy explains unique vari-
ations in security returns beyond that explained by the busi-
ness conditions proxies. We find that monetary policy has
unique explanatory power in forecasting large and small
stock monthly portfolio returns, even after controlling for
its potential effect through the business conditions prox-
ies. We find that the discount rate change proxy is important
in forecasting excess bond and stock returns. After control-
ling for interaction of this measure and the business con-
ditions proxies, we find it only predicts large stock returns.

I'V. SUMMARY AND CONCLUSIONS

We present evidence that the stance of monetary policy has
explanatory power for large stocks, small stocks, and cor-
porate bonds. These results confirm earlier findings by Jen-
sen, et al. (1996). Using two measures of monetary policy
actions, the federal funds rate and an index based on the
change in the discount rate; we show that monetary condi-

tions have explanatory power beyond business conditions
proxies. In particular, we find that a restrictive monetary
policy stance lowers monthly returns of large and small
stock portfolios, and in some cases, corporate bonds.

These results differ from those of Jensen, et al.(1996) in
that our business conditions proxies play substantially dif-
ferent roles in explaining variations in expected stock and
bond returns, depending on monetary stringency. We do not
confirm their findings that only during restrictive monetary
policy environments do the business conditions proxies
contain significant explanatory power for stocks and bonds.
The difference in the findings can possibly be explained
by differences in the definitions of the business conditions
proxies or by differences in the stock and bond portfolios
we examine. If this is the case, it suggests that earlier find-
ings may not be robust to slightly different ways of measur-
ing the business conditions proxies, or they may be sensitive
to the particular stock and bond portfolios considered.

Overall, these results indicate that monetary policy ac-
tions contain significant information that may be used to
forecast expected stock and bond portfolio returns. In addi-
tion, we find that information is reflected in the federal funds
rate, beyond that indicated by the discount rate changes.
This information can be used to forecast stock and bond
returns beyond that contained in proxies for the business
cycle.
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