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Abstract

Do investors interpret central bank target rate decisions as signals about the current state of the
economy? We study this question using a short-term equity asset that entitles the owner to the
near-term dividends of the aggregate stock market. We develop a stylized model of monetary pol-
icy and the equity term structure and derive tests of Fed information effects using the short-term
asset announcement return. Consistent with the existence of information effects, we find that the
short-term asset return in a 30-minute window around FOMC announcements loads positively on
monetary policy surprises. Furthermore, the announcement return predicts near-term macroeco-

nomic growth.

JEL Classification: E50, G10

Keywords: information effects, term structure, asset pricing

INikolai Roussanov was the editor for this article. We thank the anonymous referee, Nicholas Barberis, Anna
Cieslak, Zhi Da, Stefano Giglio, Andrei Goncalves (discussant), Ralph Koijen, Eben Lazarus (discussant), Fed-
erico Mainardi (discussant), Shane Miller (discussant), Emi Nakamura, Ali Ozdagli (discussant), Nikolai Roussanov,
Michael Weber and seminar participants at Baruch College, Boston College, Johns Hopkins University, Mid-Atlantic
Research Conference, Midwest Finance Association Annual Meeting, Rutgers Business School, SFS Cavalcade North
America, Tilburg University, University of Connecticut, University of Notre Dame, University of Texas at Austin, Uni-
versity of Virginia Darden, the USC Macro-finance Conference, and the Wabash Conference for helpful comments. A
previous version of this paper was circulated in December 2020 under the title “Monetary Policy and the Equity Term
Structure.”

2Benjamin Golez (corresponding author) is with the University of Notre Dame, email: bgolez@nd.edu. tel: 574-
631-1458, address: 243 Mendoza College of Business, University of Notre Dame, Notre Dame, IN 46556. Ben
Matthies is with the University of Notre Dame, email: bmatthie@nd.edu, tel: 574-631-1492, address: 259 Mendoza
College of Business, University of Notre Dame, Notre Dame, IN 46556.



1. Introduction

Whether central bank announcements reveal information about the state of the economy is a
central question in macroeconomics.? In standard models of monetary policy where central banks
and investors have the same information about economic conditions, monetary policy transmits
to the economy through conventional channels: a reduction in the target rate stimulates economic
activity by reducing the cost of capital and encouraging consumption and investment. However,
if investors believe that the central bank possesses superior information about the macroeconomy,
an unexpected cut in the target rate may be perceived as a signal of deteriorating economic con-
ditions. These beliefs may discourage spending and investment, working against intended policy
and reducing the overall effectiveness of central bank actions.

The existence of this signaling channel, known as “Fed information effects,” is heavily de-
bated. Romer and Romer [62] provide evidence that central banks possess an informational ad-
vantage about macroeconomic conditions compared to the private sector.* Federal Open Market
Committee (FOMC) meeting transcripts reveal that meeting participants are concerned about the
signaling effect of their actions.” However, it remains an open debate in the literature whether
investors actually interpret central bank target rate decisions as signals about the current state of
the economy.

Some of the most widely cited evidence in support of Fed information effects is provided
by Nakamura and Steinsson [59] who show that analysts revise their near-term macroeconomic
growth forecasts in the direction of unexpected changes in the target rate, whereas the conventional
effects of monetary policy would predict a negative relationship. However, many studies, including

recent work from Bauer and Swanson [7] and Karnaukh and Vokata [48], argue against the exis-

3E.g. Romer and Romer [62], Campbell et al. [13], Nakamura and Steinsson [59], Cieslak and Schrimpf [19],
Jarocinski and Karadi [47], Bauer and Swanson [7, 8].

4Romer and Romer [62] compare central bank Greenbook forecasts (not made available to the public until five
years after each Federal Open Market Committee meeting) against different sets of commercial forecasts and show that
Fed forecasts contain information about macroeconomic conditions beyond what is known to private sector forecasters
(see also El-Shagi et al. [26], Eksi et al. [25]). In Section 6.1, we extend the analysis from Romer and Romer to the
recent sample and find results consistent with these studies.

3In the December 11, 2007 FOMC meeting Thomas Hoenig states, “I think that (50 basis point cut) would send
a signal to financial markets that we view the outlook as more dire than it is, thus adding to financial turmoil rather
than alleviating it.” In the January 30, 2008 meeting, Richard Fisher states, “My CEO contacts tell me that we’re very
close to the ’creating panic’ line. They wonder if we know something that they do not know, and the result is, in the
words of the CEO of AT&T, Randall Stephenson, *You guys are talking us into a recession.” ... I’'m going to quote
Tim Eller, whom I consider the most experienced and erudite of the big homebuilders, which is Centex, who told me,
’We had just begun to feel that we were getting somewhat close to at least a sandy bottom. Then you cut 75 basis
points and add ‘appreciable downside risks to economic growth remain’ in your statement, and it scares the ‘beep’ out
of us.’... The CEOs and CFOs I speak to from Disney to Wal-Mart, to UPS, to Texas Instruments, Cisco, Burlington
Northern, Southwest Airlines, Comerica, Frost Bank, even the CEO of the felicitously named Happy State Bank in
Texas, repeated this refrain, > You must see something that we simply do not see through our own business eyes.””



tence of information effects. These papers challenge the evidence from Nakamura and Steinsson
[59], arguing that economic news released prior to FOMC announcements is an important omitted
variable in such tests of information effects. Bauer and Swanson propose an alternative explana-
tion, referred to as the “Fed response to news,” according to which investors have access to the
same information about economic conditions as the central bank but underestimate the extent to
which the Fed reacts to economic news. Underestimation of the policy rule and the low, monthly
frequency of available growth forecasts, means that economic news released between the initial
forecast and the FOMC meeting jointly determines forecast revisions and the monetary policy sur-
prise. The authors present empirical evidence supporting their argument that the “Fed response
to news” mechanism generates the positive relationship between forecast revisions and monetary
surprises documented by Nakamura and Steinsson [59]. Similarly, Karnaukh and Vokata [48] doc-
ument that the evidence for Fed information effects dissipates after accounting for the predictable
component of policy surprises.

In this paper, we propose a new test of Fed information effects which directly addresses the
concerns raised by Bauer and Swanson [7] and Karnaukh and Vokata [48]. Specifically, we derive
a test based on short-term equity claims that entitle the owner to the near-term dividends of the
aggregate stock market (i.e., short-term dividend strips (Van Binsbergen et al. [68])).° We estimate
the price of this short-term equity claim in a narrow window before and after each central bank
announcement and document how the short-term asset responds to monetary policy surprises. Our
test is analogous to that of Nakamura and Steinsson [59] - since the short-term equity claim de-
pends directly on investor expectations for near-term aggregate cash flows, the short-term equity
announcement return captures changes in investor economic growth expectations, similar to eco-
nomic forecast revisions from Nakamura and Steinsson [59]. The advantage of our test is that
the short-term equity return can be estimated in a narrow (e.g., 30-minute) window around the
central bank announcement while macroeconomic forecasts are typically only available at a low
(e.g., monthly) frequency. This use of high-frequency equity price responses addresses the omitted
variable issue, ensuring that our results cannot be driven by the “Fed response to news” channel,
and thus are not subject to the Bauer and Swanson [8] critique.”

Previous research has explored the reaction of the aggregate stock market to monetary policy
surprises (e.g. Bernanke and Kuttner [9]). The key advantage of the short-term equity asset is that
its price depends solely on near-term cashflows, whereas the aggregate market price depends on

the infinite stream of future cashflows. By isolating the short-term component, we can measure

%Throughout this manuscript, we will refer to this short-term equity claim as the “short-term asset” or the “divi-
dend strip.” We refer to the aggregate stock market as the “long-term asset”.

7See also Bauer and Swanson [8] who discuss how using high-frequency asset price responses to monetary shocks
addresses the omitted variable issue and is not subject to their “Fed response to news” channel.
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how monetary policy announcements affect investor perceptions of near-term economic conditions,
which provides a sharper characterization of Fed information effects.®

We begin by presenting a stylized model of monetary policy and the equity term structure. The
model characterizes the differential effects of monetary policy surprises on the prices of short-term
dividend strips and the long-term aggregate stock market, both with and without Fed information
effects. We model the central bank target rate as a persistent process that depends on both the eco-
nomic growth forecasts of the central bank and on an exogenous shock to policy preferences. We
incorporate the conventional effects of monetary policy in the economic growth process: lowering
(raising) the target rate has an expansionary (contractionary) effect. We model Fed information
effects as a signal about next period gross domestic product (GDP) growth that is observed by the
central bank but not by investors. The investors’ information set consists of the central bank policy
rule, prior realized GDP growth, and the central bank policy decision (target rate), but does not in-
clude the policy preference shocks or the signal about next period growth. Based on the observed
target rate, investors infer the posterior distribution of the policy preference shock and information
effect shock which they use to update forecasts for the future path of interest rates and economic
growth and to set post-announcement asset prices.

Under the null hypothesis of no information effects, the model predicts that both the short-term
and the long-term asset return load negatively on unexpected changes in the target rate, consistent
with the conventional effects of monetary policy. When information effects exist, the response of
the short-term and long-term asset decouples. This decoupling arises since the short-term asset
is relatively more exposed to transitory information effects whereas the longer-duration market is
relatively more exposed to the more persistent conventional effects of monetary policy. As the
effects work in the opposite direction, the asset returns diverge and the loading of the short-term
asset price return on the monetary policy surprise becomes positive.

The model specifies a simple test of information effects based on a regression of the short-term
asset announcement return on the monetary policy surprise. A positive loading on the monetary
policy surprise is sufficient to reject the null hypothesis that information effects do not exist, anal-
ogous to the positive loading of forecast revisions proposed as evidence of information effects by
Nakamura and Steinsson [59]. The model also shows how the aggregate stock market response to
monetary policy news is not informative about the presence of information effects. Specifically, the
model can reconcile the negative coefficient of the aggregate market on monetary policy shocks,
documented by Bernanke and Kuttner [9], with the existence of Fed information effects.

To conduct our empirical tests, we obtain two high-frequency measures of monetary policy

8The short-term equity asset also offers distinct advantages over fixed income securities such as Treasury notes and
bonds as the prices of these assets are not sensitive to changes in expected cash flows, which constitute the traditional
channel for information effects.



shocks. The first measure uses current-month federal funds futures from the CME Group to mea-
sure changes in expectations for the current month’s federal funds rate from 10 minutes before the
FOMC decision release until 20 minutes after (e.g. Giirkaynak et al. [42]). The second measure is
the orthogonalized monetary policy shock constructed by Bauer and Swanson [8] which removes
the endogenous component of the target rate decision affected by prior economic and financial
news.

We estimate the price of a short-term asset which pays the dividends of the aggregate market
from the put-call parity relationship spanning prices of European put and call options on the S&P
500 index. Intuitively, options allow us to construct a synthetic share of the market that has the
same payoff as an actual share at the maturity date of the options. However, while an actual share
pays aggregate dividends from the present date to the maturity date, the synthetic share does not.
The difference in the price of the actual and synthetic share is the implied price of the near-term
dividends. Specifically, we innovate on the methodology used in Van Binsbergen et al. [68] and
Golez and Jackwerth [35] and employ a linear regression approach to simultaneously estimate
dividend prices and risk-free rates from the put-call parity restriction. This approach allows us
to estimate the intra-daily price of the short-term asset and the implied risk-free rate in a narrow
window around each FOMC announcement. In our main tests, we focus on options with maturities
of approximately six months. This choice is governed by existing research on information effects
that focuses on forecasts over the near quarters (Nakamura and Steinsson [59]). It also strikes a
balance between more liquid short-dated options and less liquid longer-dated options Golez [34].
The long-term asset in our study is the S&P 500 index.

We estimate the return on the short-term and the long-term asset over the 30-minute window
around each FOMC announcement: from 10 minutes before the FOMC decision is released to 20
minutes after. Our sample includes a total of 128 scheduled FOMC announcements from January
2004 to December 2019.° In our baseline tests, we follow prior literature (e.g. Nakamura and
Steinsson [59]) in which monetary policy surprises are assumed to convey Fed information and
focus on the sample of 84 FOMC meetings with a non-zero monetary policy surprise (MPS). As
robustness, we run all tests on the full sample of FOMC meetings and document similar results.

We implement our test of information effects by regressing the short-term asset announcement
return on the monetary policy surprise. The coefficient estimate on the monetary policy surprise is
positive and significant at the 1 percent level. We thus reject the null hypothesis of no information
effects. The coefficient estimate remains statistically significant whether we employ the monetary

policy shock based on current month federal funds futures or the orthogonalized monetary policy

The start of the sample period is limited by the availability of high-quality intraday data for S&P 500 options from
the Chicago Board of Options Exchange (CBOE). We exclude unscheduled FOMC announcements because many of
them occur outside of stock and derivatives trading hours.



shock from Bauer and Swanson [8]. The results are consistent across different samples: FOMC
announcements with a non-zero monetary policy surprise, all FOMC announcements, and when
excluding the most influential observations from Bauer and Swanson [7]. Furthermore, the findings
are robust to winsorizing variables at the 5 percent level, implementing GMM heteroscedasticity-
consistent standard errors, controlling for changes in options bid-ask spread, and using 270-day
maturity dividend strips instead of the conventional 180-day strips. The findings are also robust to
constructing the dividend strip prices using alternative estimation windows including delaying the
post-announcement window until the end of the day, and widening the pre- and post-estimation
windows to include most of each FOMC announcement day (instead of the standard 30-minute
windows around each announcement).

For the aggregate market, we observe a negative relationship between unexpected changes in
the target rate and asset returns, consistent with existing findings in the literature (e.g., Bernanke
and Kuttner [9]). These results are consistent with our model of the term structure of information
effects. An unexpected cut to the target rate is perceived as a signal about poor economic conditions
resulting in a decline in the short-term asset price. For the aggregate market, however, the longer-
horizon expansionary effects of the lower rate outweigh the transitory information effects and the
market price increases. This generates the opposite response between the short-term and long-term
asset.

The opposite reactions of long-term and short-term assets cannot be attributed to changes in
the risk-free rate. All else equal, asset prices should rise when risk-free rates decrease and fall
when they increase. Empirically, short-term equity prices move in the same direction as short-
term risk-free rates. Accounting for the risk-free rate movements therefore makes the documented
positive loading of the short-term asset on the monetary policy surprise even more pronounced. For
consistency, we verify that short-term Treasury bonds load negatively on monetary policy surprises.
Additionally, the short-term asset loading is not driven by differential changes in uncertainty across
announcement types, as the volatility implied in S&P 500 options decreases similarly after both
positive and negative monetary policy shocks.

In our stylized framework discussed above, we elect to model information effects through the
cash flow channel, consistent with the established view of these effects. To study whether this is a
reasonable modeling assumption, we conduct a series of predictability tests based on an additional
model prediction: if information effects work through the cash flow channel, then the short-term
asset announcement return should predict near-term dividend growth and economic growth with
a positive sign. Absent any cash flow news, if the short-term asset return is solely driven by risk

premia shocks, such predictability would be nonexistent.'”

10This exercise is similar in spirit to a Campbell-Shiller decomposition of the variation in the short-term asset



We run predictive regressions of k-quarter ahead real dividend growth and real gross domestic
product (GDP) growth on the short-term asset announcement return. We find that the short-term as-
set announcement return predicts near-term dividend growth and that this effect is most pronounced
for FOMC announcements with a non-zero monetary policy surprise. The estimated coefficient on
the short-term asset return is increasing from one to four quarters and then decreasing thereafter.
The coefficients remain positive and statistically significant, even after controlling for the long-
term asset announcement return, the monetary policy surprise, and changes in implied volatility.
The results are robust to restricting the sample to include only the latest FOMC meeting each quar-
ter. The k-quarter ahead quarterly real GDP growth predictive regression results exhibit a similar
pattern with positive coefficients on the short-term asset return in the near-horizon which decrease
in magnitude over longer horizons. Furthermore, we find that the predictive power of the short-
term asset return only exists on FOMC announcement days: we run the same predictive regressions
on non-FOMC days and find no evidence of dividend growth or GDP growth predictability. These
results provide evidence that these information effects do operate through the cash flow channel,
confirming the established view of information effects and our modeling choice.

Finally, we provide a discussion of our results, including some of the key assumptions of our
stylized framework, and provide a calibration of the model. We first extend the analysis from
Romer and Romer [62] through the recent sample to test whether central bank forecasts contain
information beyond what is known to commercial forecasters. We run bivariate specifications using
central bank forecasts alongside private sector forecasts (Survey of Professional Forecasters) to
predict future k-quarter ahead economic growth. We document a positive coefficient on the central
bank forecasts across all horizons that are significant at the 1 percent level for the current quarter
and significant at the 5 percent level for the one-quarter and two-quarter ahead specifications. The
coefficient estimates for the private sector forecasts are not significantly different from zero at any
horizon. While central bank Greenbook forecasts are only available to the public after a lag period
of five years and therefore cannot inform investors about current economic conditions (or directly
drive information effects), these results indicate that central banks have an information edge over
the private sector regarding economic conditions up to two quarters ahead (the same as the maturity
of the short-term asset cash flows) and thus possess information that is potentially valuable to the
private sector.

Next, we discuss the modeling assumption that information effects operate through the cash
flow channel. While we have empirical support for the cash flow channel, we cannot rule out

that changes in risk premia may drive part of the variation in the short-term asset announcement

announcement return (which must be driven by cash flow news or discount rate news).
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return.!’ However, even if the announcement return were driven entirely by risk premia shocks,
a positive loading of the short-term asset response on monetary policy surprises would constitute
evidence of information effects.'> Conceptually, an unexpected cut in interest rates would still be
interpreted as a negative signal from the central bank, which would increase short-horizon risk
premia and depress the price of the short-term asset.

Then, we discuss an extension of the model which includes soft information released by the
central bank about its view on near-term economic conditions. And lastly, we estimate key param-
eters of the model using external data on central bank forecasts and macroeconomic growth series.
We show how these parameter estimates generate the documented response of the short-term and
long-term asset to monetary policy surprises. We provide a calibration of the model using these
parameters and show how investor economic growth forecasts and beliefs about the future path
of the target rate respond to monetary policy surprises with information effects (and without for
comparison).

Overall, our findings indicate that investors update their beliefs about near-term economic con-
ditions in response to monetary policy surprises. While our results do not necessarily imply that
the Fed has private information about the macroeconomy (for example, the Fed may have an ad-
vantage at processing publicly available information), our findings demonstrate that investors view
monetary policy surprises as important signals about the state of the economy, suggesting that
central banks should consider these effects when making policy decisions.

Our study contributes to the growing literature that investigates short-term dividend strips.
Most of the existing literature on dividend strips focuses on analyzing and understanding the equity
term structure at monthly or lower frequencies over extended periods (Van Binsbergen et al. [68];
Van Binsbergen et al. [69]; Gormsen and Koijen [38]; Gormsen [37]; Bansal et al. [6]; Gongalves
[36]; Gormsen and Lazarus [40]; Boguth et al. [11]; Golez and Jackwerth [35]). The exception in
this context is the work by Gormsen and Koijen [38], who employ daily equity strip data to analyze
the evolution of growth expectations around the outbreak of COVID-19. Our contribution lies in
our analysis of the high-frequency response of the equity term structure to monetary policy news
to distentangle the perceived short-horizon and long-horizon effects of monetary policy.'?

Our paper also relates to a large body of literature which studies the impact of monetary pol-

icy surprises on asset prices and the macroeconomy.'* Our contribution centers on the ongoing

"Golez [34] documents that the risk premium in six-month maturity dividend strips is small.

12We thank Emi Nakamura for this insight.

3Like Van Binsbergen et al. [68] and Golez and Jackwerth [35], we estimate short-term dividend strips from
index options data, rather than relying on dividend futures as done by Van Binsbergen et al. [69] as that enables us to
construct high-frequency estimates of dividend strips over a much longer time-period.

14Papers include: Kuttner [49]; Gilchrist and Leahy [33]; Giirkaynak et al. [42]; Bernanke and Kuttner [9]; Camp-
bell et al. [13]; Gorodnichenko and Weber [41]; Song [63]; Ozdagli and Weber [61]; Nakamura and Steinsson [59];
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debate surrounding the existence of Fed information effects (Romer and Romer [62], Faust et al.
[29], Campbell et al. [ 13], Nakamura and Steinsson [59], Cieslak and Schrimpf [19], Jarocinski and
Karadi [47], Lunsford [54], Bundick and Smith [12], Karnaukh and Vokata [48], Bauer and Swan-
son [7]).°> As discussed above, Nakamura and Steinsson [59] provide evidence of information
effects based on the sign of the coefficient in a regression of forecast revisions on the monetary
policy surprise. Bauer and Swanson [7] argue that their findings can be explained by omitted
economic news and underestimating the central bank’s response to news (see also Karnaukh and
Vokata [48]). We provide evidence for information effects based on the short-term asset response
to monetary shocks which addresses the omitted variable issue. Cieslak and Schrimpf [19] uses the
joint dynamics of bond yields and equity returns to separate between pure monetary shocks, risk
premium shocks, and information shocks. They find a small role for information effects in FOMC
announcements.'® Jarocinski and Karadi [47] measure information effects as FOMC announce-
ments when both interest rates and the stock market rise or fall together. Bauer and Swanson [7]
argue that this type of methodology produces a very small set of significant information shocks.
Our short-term equity asset helps build upon these key papers while addressing the Bauer and
Swanson [7] critique, as the short-term asset’s announcement return is able to capture changes
in beliefs about near-term outcomes even when the comovement between interest rates and the
aggregate market is negative, as is often the case in the data (Bernanke and Kuttner [9]).

The remaining sections of this paper are structured as follows: In Section 2, we introduce a
stylized framework outlining the Fed Information channel and its connection to dividend strips. In
Section 3, we provide a description of how we construct the monetary policy shock and estimate
short-term equity prices. In Section 4, we report our main empirical findings. In Section 5, we
analyze the relationship between the short-term asset return and the macroeconomy. In Section 6,

we discuss the implications and various aspects of our analysis. Section 7 concludes.

2. Stylized Framework

We present a stylized framework to characterize the implications of the existence of infor-
mation effects on the short-term and long-term asset response to monetary policy news. We
build our framework on the existing theory literature on information effects (e.g., Cukierman and
Meltzer [21], Ellingsen and Soderstrom [28], Melosi [56], Nakamura and Steinsson [59], Miranda-

Drechsler et al. [24]; Cieslak and Schrimpf [19]; Neuhierl and Weber [60]; Jarocinski and Karadi [47]; Swanson [66];
Elenev et al. [27].

150ur paper also contributes to theory work on monetary policy and information effects (e.g. Cukierman and
Meltzer [21], Ellingsen and Soderstrom [28], Melosi [56], Nakamura and Steinsson [59], Miranda-Agrippino and
Ricco [58]).

1They find a larger role for information shocks for FOMC minutes releases and central banks’ press conferences.



Agrippino and Ricco [58]). The contribution of our model is to show the impact of monetary policy
and information effects across the term structure which allows us to derive closed form expres-
sions for the market return and the short-term asset response to monetary policy surprises with and
without information effects. We summarize the model setup and implications below and provide

detailed derivations in Section A1 in the Appendix.

2.1. Setup

There are two agents, a central bank which sets the target rate and an investor who trades
two securities: a short-term asset which is a claim to the next period aggregate dividend; and
a long-term asset which is a claim to all future aggregate dividends. We specify an economic
growth process and the target rate policy rule which we describe in detail below. Time is discrete,
indexed by ¢ with each period ¢ divided into two subperiods ¢ and ¢ where subperiod ¢ occurs first
(corresponding to before the central bank announcement) followed by subperiod 7 (following the

announcement). Figure 1 summarizes the timeline of our stylized framework.

2.1.1. Economic growth process and policy rule

Economic growth follows:

AGDP;y1 = pyAGDP; + € + btz + Wiy, (1)

where A@L denotes the deviation, in percent, of GDP growth from steady state, 0 < p, < 1
is the persistence of the process, wy1 is an exogenous shock with wy.i ~ i.i.d. N (0,03), b <0
captures the conventional effect of monetary policy, and z; denotes the central bank target rate. We
model Fed information effects through €;, an exogenous shock with € ~ i.i.d. N (0,0?) that is
observed by the central bank but not by the investor in period 7.!” A(?D\PE is realized in subperiod
t and is observed by both agents. The investor sets the price of the long-term and short-term assets.
In subperiod 7, the central bank receives the private signal, €, updates forecasts for next period

GDP growth and sets the target Federal funds rate, i;, following the policy rule:

T = piy + aBS (AGDPﬂ ) + 15, 2)

where 7; denotes the deviation in percent of the target Federal funds rate from steady state, 0 <
o, < 1 1is the process persistence, and @ > 0 is the response of central bank policy to forecasted
deviations of GDP growth from steady state. Etfb (AGDPﬂ ) denotes the forecast of the central

17We are agnostic in the model about whether this arises from information the central bank possesses that investors
do not, or from superior information processing capacity from the central bank.
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bank, cb, based on its time 7 information set.!® u; ~ i.i.d.N (O, 0'5) is an exogenous shock
to policy preferences that is independent from the central bank’s private signal about economic

conditions, €.

2.1.2. Asset prices

The investor knows the policy rule, the economic growth process, and the unconditional distri-
butions of the shocks € and u, but does not observe the realized values of the shocks. In subperiod
1, after observing the target rate announcement by the central bank, 77, the investor infers the poste-
rior distributions of € and u; which are used to update beliefs about the future path of interest rates

and GDP growth. We assume a simple relationship between dividend growth and GDP growth:

Ad; = ag + B4AGDP, + w,, 3)

where 8; > 0 and w; ~ N (O, 0'3)) We then determine how the long-term and short-term assets
respond to a monetary policy surprise by mapping the revisions in investor beliefs about economic
growth into asset prices. We express the price of the long-term asset following the Campbell and

Shiller [15] decomposition as:

Di - d[ — Zp]Et (Ad[+‘j+1) - ijEt (rl+j+1) + 1 fp’ (4)
j=0 J=0

where  indexes quarters, p; is the log price, d; is the log dividend, p = —5 ~ 0.99, x = —log (p)—

D
1+F

(1-p)log (% - 1), Ad;4 41 is the dividend growth rate from # + j to f + j + 1, 744 j41 is the return
fromt+jtor+j+1.1°

For parsimony, we model Fed information effects through the traditional cash flow channel
and assume constant discount rates from pre- to post-announcement.”’ We obtain an expression
for the announcement returns, assuming d; is fixed in the 30-minute window around the FOMC

announcement, as:

re = i o’ Ba (B - Ey) (Aé’lﬁﬁ ) : (5)
=0

where E; — E, denotes the change in expectations from pre- to post-announcement. Similarly, the

return of the short-term asset is given by:

18The target rate 7> is chosen at time 7 and affects economic growth realized at time ¢ + 1.
19We omit time superscripts and subscripts for ease of notation.
20We discuss this assumption in more detail in Section 6 after presenting the model and our empirical results.
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1} = pBa (B~ Ey) (AGDP ). ©)

where r;° is the return of the long-term asset from pre-announcement to post-announcement (7 to

f) and rl_1 is the return of the short-term asset from ¢ to 7.

2.2. Asset Responses to Monetary Policy Surprises

We derive expressions for the short-term and long-term asset announcement return when in-
formation effects exist and when we shut down the information effects channel. To obtain these
expressions, we determine how investor beliefs about next period economic growth respond to an
unexpected change in the target rate (i.e. a monetary policy surprise) and then determine how these

beliefs propagate across horizons.

2.2.1. Monetary Policy Surprise and Economic Growth Expectations

As outlined above, in subperiod 7, the central bank sets the target rate 17 based on the realizations
of the Fed information shock, ¢;, and the policy preference shock, u;. Investors do not observe the
shocks u; or € and must make inference from the observed target rate decision. We define a

monetary policy surprise in the model as:

—~ o~ 1
=u-E ()= T-ab (ae + p7), (7)
where A¢; is the monetary policy surprise, the difference between the target rate announced by the

central bank at time 7, 7;, and investor forecasts of the target rate made at time t, E! (). Equation

N

(7) maps the unobserved shocks, u and €, to the observed target rate surprise, AL;. We express

Equation (7) as:

My + ae = Au (1 —ab) (8)

We denote investor beliefs about the realized values of € and u; by e;’* and ,u;’* respectively.
Equation (8) pins down the pairs of realized u; and € shocks that would generate an observed
target rate surprise. These pairs form a curve on the surface of the bivariate normal distribution of
u and € and the normalized probability density of this curve characterizes the posterior distribution

of investor beliefs about the realizations of € and u; conditional on AL;:

2 2
1% K (l_ab) 0-(%6 K 1 0-‘750_/1
& 1A ~ N 2 R AN ) A ©)
a Oge + 0 a” Oge + 0y
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where 02, = @*c? and 0'5 are the variances of ae and u respectively, @ > 0 is the response of
central bank policy to forecasted deviations of GDP growth from steady state, b < 0 is the effect
of the target rate on economic growth. ,u;’*, beliefs about the realized policy preference shock, are
obtained similarly. The change in investor expectations of next period’s economic growth from ¢

to 7 can be expressed as: E;_ (AGDP,+1) - E; (AGDP,+1) = bAL; + ]E; (e;*)

2.2.2. Propagation Across the Horizon
We express investor expectations for the k-period ahead economic growth and target rate in

matrix form as:

k
Et (AGDPH.]H_]) 1 pg pr E[ (AGDP&)
gl 7] [ ~ (10)
E, (Lz;k) (I —ab)" \apg p. E; ()
L . . . . | ps Dbp).
We further simplify Equation (10) by expressing the transition matrix, A = in the
Fpg P

form A = PDP~!, the product of diagonal matrix D and rotation matrices P and P~'. Expressions
for P, D, and P~ are obtained by the standard procedure. Since the expression PDP~! is a linear
E; (AGDP:41)

E, (%) , we can express Equation (10) in terms of changes
r Ut

transformation of input vector

in forecasts from ¢ to 7.2!

2.2.3. Asset Return Expressions

To obtain an expression for the long-term asset return, we substitute Equation (10) into the
long-term asset return given in Equation (5) and reorder the terms to substitute in the closed form
of the resulting geometric series.>> We provide both the long-term and short-term asset return

expressions under two cases: (i) without information effects, and (ii) with information effects.

Without Information Effects. Without information effects, the short-term asset return is given by:

rfl = bﬁdpAL; (11)

Similarly, the long-term asset return can be expressed as:

o = bB4 (1 — ab) A 1)
(ppg = 1) (pp.—1) —ab "

where AL; is the monetary policy surprise, b < 0 captures conventional effects of monetary policy

21Full derivations for the results in this subsection are provided in Section A1l.1 in the Appendix.
22Section A1.2 in the Appendix provides details of the results in this subsection.
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on economic growth from Equation (1), ;s > O captures the positive relationship between eco-
nomic growth and dividend growth from Equation (3), 0 < p < 1 from Equation (4), @ > 0 the
central bank policy rule from Equation (2), and 0 < p, < 1, 0 < p, < 1 the persistence of the
economic growth process and the policy rule respectively.

Without information effects, both the long-term and the short-term asset will load negatively
on the monetary policy surprise under the full range of our model parametrizations. For example,
suppose that there is a positive monetary policy surprise, AL; > 0. This positive shock will have a
contractionary effect on near-term economic growth and lower the expected cash flows of the short-
term asset (this effect arises through the b8, < 0 term in Equation (11)) resulting in a decline in the
short-term asset price and a negative relationship with the surprise. The persistence of the shock
lowers economic growth over the medium-term horizon, causing the price of the long-term asset

to fall: the long-term asset loading on the monetary policy surprise also depends on b5; < 0 with
(1—-ab)

(ppg—1)(pp.—)—ab > 0 term

the longer-horizon effect of the surprise on cash flows captured by the

in Equation (12).

With Information Effects. With information effects, the return on the short-term asset is given by:

= pBa (Br — B,) (AGDPys: | = S — (abo? + 02,) As. (13)
a (oge + o)
The long-term asset return is:
1 —ab
ry = Pa(l - ab) (abO' + 0' — PO )AL_. (14)

((ppg ) (ppt - 1) - a'b) (O-ae + O-,th)

Unlike in the no information effects case, with information effects it is possible for the short-
term and long-term asset to load positively on the monetary policy surprise. For the short-term
asset, the sign of the loading on the monetary policy surprise is determined by the sign of the
expression aboﬁ + o2, from Equation (13) and for the long-term asset the sign of the loading is
).23

determined by the sign of axboﬁ + 02, — p,po2, from Equation (14).23 The short-term asset will

2
load positively on the monetary policy surprise when _Fb < % If the central bank announces an
M
unexpected cut to the target rate, investors will attribute a portion of this cut to information about
poor near-term economic conditions. The higher the relative variance of the information shock

compared with the policy preference shock, = 2 , the more investors will attribute the observed cut

e for the long-term asset and (‘Z’L‘i) for the short-term asset are
Tae u

2 Ba(1-ab)
The terms ((pprg—1)(opi—1)—ab)a(o2c+0,

non-negative over the full range of model parametrizations.
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to information effects as shown in Equation (9) above. A belief that the easing is driven by central
bank information about poor next period growth forecasts lowers expected next period dividends,
which in turn, generates a positive loading of the short-term asset return on the monetary policy
surprise.

The intuition for the long-term asset is similar but the long-term asset price also depends on
medium and longer-term expected cash flows and therefore depends on the persistence of central
bank policy captured in the —p,po2, term. This persistence allows the model to capture the neg-
ative loading of the long-term asset return on monetary policy surprises documented by Bernanke
and Kuttner [9]. In the above example, following an unexpected cut in the target rate, the long-
term asset price will also be negatively impacted by the shock to near-term economic growth
expectations. However, the long-term asset price will be positively affected by the higher expected
medium-term economic growth generated by the conventional effects of monetary policy and the
lower target rate. When monetary policy is sufficiently persistent, the longer-duration conventional
effects outweigh the more transitory information effects and the stock market price increases. Con-
cretely, with information effects, the market will load negatively on the monetary policy surprise
when _7]’ u—lm > Z—é Taken together, the model implies the following conditions under which the
short-term asset will load positively on the monetary policy surprise while the long-term asset will

load negatively:

_ 2 _
_b 0-_62 < _b; (15)
i a (1-pp)

a g,

1

Since S
—Pw

> 1 for the full range of our model parameterizations (0 < p, < 1and 0 < p < 1),

2
=b_1__ within which the shock variance ratio, 25, will
a (1-p.p) (o

generate an opposite response of the short-term asset (positive loading on the monetary policy

there exists an interval between %b and

surprise) and the long-term asset (negative loading). This also highlights why we may fail to
detect information effects using longer duration asset announcement responses, such as the market
return, as the impact of information effects may be offset by the conventional effects of monetary

policy over longer horizons.

2.3. Test of Information Effects

The model delivers a simple method to test the existence of information effects based on a re-
gression of the short-term asset announcement return on the monetary policy surprise. As discussed
above, in the case of no information effects, the announcement return expressions (Equations (11)
and (12)) show that the short-term and long-term asset will both load negatively on the monetary
policy surprise, consistent with conventional effects of monetary policy. With information effects,

these loadings on the monetary policy surprise may become positive (Equations (13) and (14)).
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Moreover, the response of the short-term and long-term asset will decouple since the short-term
asset is relatively more exposed to near-term economic conditions. The implications are twofold.
First, the long-term asset return can load negatively on monetary policy surprise even in the case
of information effects, thus capturing the empirical fact that the equity market loads negatively on
the monetary policy surprise (e.g., Bernanke and Kuttner [9]). Second, a positive loading of the
short-term asset announcement return on the monetary policy surprise is sufficient to reject the null

hypothesis of no information effects. This underlies our main test of information effects:

Under the null hypothesis of no information effects, the short-term asset announcement return

loads negatively on monetary policy shocks.

2.3.1. Macroeconomic Predictability

The model also implies that the short-term asset announcement return should predict near-term
macroeconomic growth with a positive sign. This predictability test is important for two reasons:
first, it provides a direct link between the short-term asset announcement return and information
about near-term economic conditions contained in central bank announcements; second, evidence
of predictability validates the decision to model information effects through the cash flow chan-
nel. %

3. Measure Construction

In this section, we discuss the construction of the monetary policy shock and the estimation
of the high-frequency changes in short- and long-horizon equity prices around each FOMC an-

nouncement.

3.1. Monetary Policy Shock

We obtain FOMC meeting dates and the timestamp when the meeting decision was made public
from January 2004 through December 2019.% We use two high-frequency measures of monetary
policy shocks. First, we use tick-by-tick data on the 30 Day Federal Funds Futures contract from

the CME group to measure changes in expectations of the current month Federal Funds rate around

2*We discuss these implications more thoroughly in Section A1.3 in the Appendix.

2This is the period over which we have high-frequency option pricing data used to construct the implied dividend
strip prices. The dates and times of FOMC meetings until June 2013 are provided in the Appendix of Lucca and
Moench [53] and in Bernile et al. [10]. We extend the data to December 2019 by obtaining FOMC meeting dates from
the Federal Reserve website. We obtain the time of each announcement following a similar procedure from Fleming
and Piazzesi [31]. Specifically, we record the timestamp of the earliest Dow Jones newswires on the day of each
announcement with “Federal Reserve”, or “Fed”, or “Federal Open Market Committee”, or “FOMC” in the headline.
We verify that this procedure generates the same times as in Bernile et al. [10] in the latter portion of their sample and
then populate the meetings from June 2013 to December 2019.
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each FOMC announcement. Like Giirkaynak et al. [42] and Nakamura and Steinsson [59], we
measure unexpected changes in interest rates around the 30-minute window surrounding scheduled
Federal Reserve announcements. For an FOMC announcement occurring on date ¢, we define f;_
as the implied rate from the current month federal funds futures contract which occured at least 10
minutes before the FOMC announcement time and f;+ as the implied rate from this contract that
occured at least 20 minutes after the announcement.?® We construct the FOMC shock variable, A

as:

m
A =Enr—Er=——~fi+— fi-), (16)
m-—d

where d is the day in the month of the FOMC announcement, m is the number of days in the
month, and r is the average federal funds rate for the remainder of the month.?” We denote the first
FOMC shock as Monetary Policy Shock (MPS).

Second, we use the orthogonalized monetary policy shock from Bauer and Swanson [8]. Recent
evidence suggests that monetary policy shocks are partially predictable, even if calculated in a
narrow window around the FOMC announcements (Cieslak [18], Karnaukh and Vokata [48], Bauer
and Swanson [7]). Bauer and Swanson collect six macroeconomic and financial variables that
have been shown to predict monetary policy surprises and extract the residual from a regression
of surprises on these variables which they refer to as the orthogonalized monetary policy shock.
We download their orthogonalized monetary policy shock from Michael Bauer’s website.”?® We
denote the second FOMC shock variable as Orthogonalized Monetary Policy Shock (OMPS). We
use MPS and OMPS as empirical analogues to the unexpected target rate change from the model,
AL

t

3.2. Short- and Long-term Equity Prices

We use the S&P 500 index as an empirical proxy for the long-term equity asset in the model.
For the short-horizon equity asset, we estimate prices of dividend strips that entitle the owner to
the stream of dividends paid by the S&P 500 index over the next six months. We estimate the price
of the short-term dividend strips from the put-call parity relationship spanning prices of European
put and call options on the S&P 500 index. The put-call parity restriction dictates that at any given

moment s:

26 A federal funds futures contract pays off 100 — 7 where 7 is the average effective federal funds rate over the
month.

2TWe scale the price change by 72 to account for the fact that the contract’s settlement is based on the average
federal funds rate over the entire month. We use the current month futures except when the FOMC meeting occurs
in the last 7 days in the month, in which case we use the change in price of the next month’s contract. Increases
(decreases) in Aij correspond to increases (decreases) in expected Federal Funds rates.

Zhttps://www.michaeldbauer.com/research.
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e (X) = pl(X) = (S5 = PI) = Xe i,

where £ is the time-to-expiration (horizon) of the options, c is the price of a European call option,
p is the price of a European put option, S is the value of the underlying index, P is the price of
dividends on the underlying index during the life of the options, X is the strike price and r f" is the
annualized required risk-free rate of return over the corresponding period of the option maturity.
Assuming an exogenous risk-free rate, we can invert the put-call parity relationship and estimate
prices of short-term dividend P directly from the observed options prices (Van Binsbergen et al.
[68]). Recent work has argued that funding costs of marginal investors in index options may
differ from the standard proxies for risk-free rates (Song [64]) and that even small measurement
error in interest rates can have an important impact on estimated dividend prices (Boguth et al.
[11]). This is particularly important in our setting as FOMC announcements have a direct effect on
interest rates. Golez and Jackwerth [35] advocate an interest rate invariant approach by first using
a regression-based approach to estimate risk-free rates implied in the option prices (similar to
Van Binsbergen et al. [72]), and then using these option-implied interest rates in the put-call parity
relation to estimate dividend prices. This procedure ensures that dividend prices are internally
consistent with the estimated risk-free rates. In this paper, we build on the approach used in Golez
and Jackwerth [35] to simultaneously estimate dividend prices and risk-free rates from the put-call
parity restriction using ordinary least squares.

We obtain minute-by-minute data for S&P 500 options (henceforth SPX options) from 2004
through 2019 from the Chicago Board of Options Exchange (CBOE). The data includes quotes
on all the SPX options along with implied volatilities. We only keep standard monthly options
that expire on the third Friday each month and have more than 0.3 years until the expiration. We
eliminate observations before 10:00 am and after 16:00 pm. We use the bid-ask midpoint and we
eliminate all options with bid or ask prices lower than 3 dollars. We also eliminate options with
moneyness levels below 0.5 or above 1.5. We estimate prices of dividend strips and risk-free rates
from these option prices immediately before each FOMC announcement and immediately after.
For each FOMC announcement day, we define two 30 minute periods: the pre-announcement win-
dow and the post-announcement window. The pre-announcement window runs from 40 minutes
before to 10 minutes before the FOMC announcement time. The post-announcement window runs
from 20 minutes after to 50 minutes after the announcement time. For each estimation window,

we run the following regression based on all put-call pairs within that interval:

Sg—c"(X)+p"(X) =a+BX +e€, (17)

where c is the price of a European call option, p is the price of a European put option with the same
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strike price X and maturity /4, and S is the value of the underlying index. All prices are measured
at the same minute s. Identification comes from variation in the strike price X across put-call pairs
with the same time-to-expiration /. The implied price of dividends over horizon h is P! = &. The
implied risk-free rate is 7 " = —11og (B).

The dividend strip horizons depend on the maturities of the option contracts available on the
date of the given FOMC announcement. We estimate the dividend strip prices at a standardized
180-day maturity by linearly interpolating between the option-implied prices for horizons slightly
above and below each standardized maturity. We follow the same procedure to obtain 180-day
maturity risk-free rates. In the robustness check, we vary the maturity of dividend strip prices and

interest rates to 270 days.?’

3.3. Option-Implied Variable Construction
We denote by P!3% and P80 the price of the S&P 500 dividend strip with 180-day maturity

estimated in the 30-minute pre- and post-announcement window around the FOMC announcement

180

on date ¢ respectively. The variables r £, and r £,

mark the pre-announcement and the post-
announcement risk-free rates. We denote by P;° and P;3 the average value of the S&P 500 index
over the same 30-minute intervals used for calculating dividend price before and after the FOMC
announcement time on date . Additionally, we collect information on options’ implied volatility
and bid-ask spreads provided by the CBOE. The variables / Vll_80 and / V,1+80 denote the average
volatility implied by SPX options for the 180-day maturity over the same 30-minute intervals be-
fore and after each FOMC announcement. Bid — ask!®" and Bid — ask!° denote the average bid-
ask spread for SPX put-call pairs that we use in the estimation of dividend strip prices for 180-day
maturity over the same 30-minute intervals before and after each FOMC announcement. We define
bid-ask spread for a given options pair as ((pAs* — pBid) + (cAsk — ¢Bid)) /(pMid=point 4  Mid=point)
We measure the response of asset prices, risk-free rates, implied volatility, and bid-ask spread at
each horizon to monetary policy shocks by computing the change in each variable from immedi-
ately before to immediately after each FOMC announcement. For asset prices, we use the change

. . PISO
in log prices, AP!30 = log ( T80
13

) and AP;” = log (1};—%) (the empirical analogues to rt_1 and r;° from
the model respectively), where ¢ is the FOMC announcement date. We use simple differences to
measure the FOMC response of the risk-free rate, the implied volatility, and the options bid-ask

spread over the same 30-minute intervals before and after the FOMC announcements.>"

290n FOMC dates where the standardized shorter horizon maturities do not fall between the option maturities, we
linearly extrapolate dividend prices based on the price of the shortest interior maturity and using the fact that dividend
price ultimately converges to zero at the options maturity. For the risk-free rate, the implied volatility, and the bid-ask
spread, we extrapolate by setting the values equal to the interest rate, the implied volatility, and the bid-ask spread of
the closest interior maturity.

OArf180 = r f180 — (180 ATVIB0 = [V!E0 — [V 180 and ABid — ask;*® = Bid — ask|¥® — Bid — ask[*°.

t—
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3.4. Use of Option Prices

Our approach to estimate short-term dividend strip prices from index options data rather than
relying on dividend futures follows Van Binsbergen et al. [68] and Golez and Jackwerth [35]. Using
options data enables us to construct a much longer time series of high-frequency estimates going
back to 2004. Exchange-traded dividend futures on the S&P 500 dividend index were introduced in
2015 and provide a very short sample for analysis. Studies that use dividend futures prior to 2015
rely on proprietary sources (e.g., Van Binsbergen et al. [69]; Bansal et al. [6]). Van Binsbergen
et al. [68] and Golez and Jackwerth [35] estimate the equity term structure using options data
going back to 1996. However, high-frequency options data before 2004 are of low quality: options
trading in the initial years prior to 2004 is several orders of magnitudes lower than today, which
makes it difficult to construct high-frequency estimates of equity term structure. Accordingly, we
start our sample in 2004 when the high-quality intra-daily S&P 500 options data begins (see also
Van Binsbergen et al. [72]). In this period, we have over 500 put-call option price pairs to estimate
short-term asset prices at the start of our sample and over 2,000 put-call pairs at the end of our
sample.’!

Despite the large number of put-call pairs used in our estimations, it is still possible that our es-
timates contain measurement error. This is because the put-call parity assumes a highly leveraged
position so any noise in the data can have a non-negligible effect on the dividend strip estimates
(Boguth et al. [11]). Noise can contribute to the volatility of dividend strip returns (Golez and
Jackwerth [35]). Note, however, that our empirical tests (which we discuss in the next section) are
based on the change in the short-term asset price in the 30 minute window around each FOMC
announcement. Any systematic biases in our estimate of the short-term asset price arising from
frictions in the options market will therefore be differenced out and will not affect our measure-
ment of the short-term asset return. Similarly, changes in option market frictions around each
FOMC announcement cannot generate our results unless these changes correlate with the sign of

the monetary policy surprise and are related to near-term economic conditions.

3ITable B.1 in the Internet Appendix provides information on the number of put-call option price pairs used to
estimate the short-term asset price in the pre-announcement and the post-announcement window. Panel A shows this
information on the first date in our sample, January 28, 2004 and Panel B shows the information on the last date in
our sample, December 11, 2019. The Before row indicates the pre-announcement window and the After row indicates
the post-announcement window. On January 28, 2004, we estimate the price of the 143 day dividend strip in the
pre- and post-announcement windows using 510 and 540 put-call option price pairs respectively. We estimate the
price of the 234 day maturity dividend strip in the pre- and post-announcement windows using 570 put-call pairs.
We obtain the price of the 180-day dividend strip via linear interpolation. On December 11, 2019 the 156 day and
191 day maturity dividend strips have approximately 6,900 and 2,000 put-call pairs respectively (in both the pre- and
post-announcement windows).
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3.5. Summary Statistics

Table 1 presents the summary statistics and pair-wise correlations for our main variables. The
sample period runs from January 2004 through December 2019 and covers 128 scheduled FOMC
meetings. We do not include unscheduled FOMC announcements since many of them fall outside
of the stock and derivatives trading hours.

Out of a total of 128 monetary policy shocks, we have 84 non-zero shocks, of which 53 are
negative and 31 are positive. The average value of the monetary policy surprise, M PS, is -0.003
with a standard deviation of 0.030. The orthogonalized monetary policy surprise (OM PS) has an
average value of 0.005 with a higher standard deviation of 0.044 in our sample. The correlation
between the MPS and the OMPS is 0.543. The average short-term asset announcement return
is 0.003, with a standard deviation of 0.037. The average long-term asset announcement return
is 0.001, with a smaller standard deviation of 0.006. The short-term asset return is positively
correlated with both the MPS and the OMPS (0.205 and 0.260 respectively). In contrast, the
long-term asset announcement return is negatively correlated with both policy surprise measures
(—0.320 with the MPS and —0.538 with the OMPS). Figure 2 presents scatter plots of short-
and long-term asset announcement return against the monetary policy surprises. We observe the
positive (negative) association between the short-term (long-term) asset return and both measures
of the monetary policy surprise. The positive relationship between the short-term asset return
and the policy surprise is especially pronounced using the orthogonalized monetary policy shocks
(OMPS) from Bauer and Swanson [8].

We present the time-series of monetary policy shocks and of orthogonalized monetary policy
shocks in Figure B.3 in the Internet Appendix. Figure B.4 in the Internet Appendix presents the
time-series of the aggregate stock market return and of the 180-day dividend strip return at each
FOMC meeting date.??

4. Asset Response to Monetary Policy Surprises

In this section, we implement the main test of information effects from the model. Specifically,
we test whether we can reject the null hypothesis of no information effects based on the loading of

the short-term asset return on the monetary policy surprise.

4.1. Analysis

We estimate the response of the short-term asset and the long-term asset to monetary policy

shocks:

32The most negative short-term asset return occurs during the global financial crisis.
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AP, = a + BAL + €, (18)

where A¢] is the monetary policy surprise at date ¢ (either the M PS or the OMPS as defined in
Section 3.1), AP" is the change in the log asset price over the same window (AP'3" denotes the
short-term asset announcement return and AP denotes the long-term asset announcement return).
Results are reported in Table 2 separately for our baseline sample of FOMC days with non-zero
monetary policy shocks in Panel A and for the sample of all FOMC meetings in Panel B. We also
report results with the difference between the short-and the long-term asset announcement returns
as the dependent variable. OLS standard errors are in parentheses below each coefficient estimate.

For the short-term asset return, we document a positive coefficient on the monetary policy
surprise. In the M PS specifications, the estimated coefficient on the monetary policy surprise is
0.241 and significant at the 1 percent level in our baseline sample. The coefficient on the M PS
is 0.249 and significant at the 5 percent level in the sample of all FOMC meetings.>* In the
orthogonalized shock (OMPS) specifications, the estimated coefficient is 0.236 in the baseline
sample and 0.217 in the all-meetings sample, and always statistically significant at the 1 percent
level. A one standard deviation monetary policy surprise corresponds to between 0.72 and 1.04
percent return on the short-term asset depending on the specification.

For the long-term asset, we find a negative coefficient on the monetary policy shock, consistent
with prior literature (e.g., Bernanke and Kuttner [9]). The estimated coefficient on the M PS is
-0.060 or -0.059, depending on the sample choice, and always statistically significant at the 1
percent level. In the OMPS specifications, the estimated coefficient is -0.072 in the baseline
sample and -0.068 in the all-meetings sample, and statistically significant at the 1 percent level.
The difference in response of the short-term and long-term equity to monetary policy news is

positive and significant at the 1 percent level in all specifications.

4.2. Robustness and Discussion

In this section, we conduct robustness checks of our baseline result. We also discuss the high-
frequency response of implied interest rates, short-term Treasury bonds, and implied volatility to

monetary policy surprises.

4.2.1. Robustness
Table 3 reports the robustness results using the sample of FOMC days with non-zero monetary

policy shocks. The left three columns show specifications using the baseline monetary policy

33We report statistical significance based on the two-tailed test. The model implies a one-tailed -test of the null
hypothesis that 8 < 0. If we implement this test, we reject the null hypothesis at the 1 percent level across all
specifications considered in Table 2.
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surprise and the right three columns show specifications using the orthogonalized monetary policy
surprise from Bauer and Swanson [8]. Standard errors are presented in parentheses below each
coefficient estimate. The corresponding results for the sample of all FOMC announcements are

similar and are reported in Table B.2 in the Internet Appendix.

Main Robustness Checks. Panel A of Table 3 presents results from the main set of robust-
ness tests. The first specification (first subpanel) winsorizes asset returns at the 5 percent level.
The estimated coefficients on the short-term and the long-term asset announcement return (and
the difference between them) are significant at the 1 percent level in all specifications. Bauer and
Swanson [8] identify eight FOMC announcements that are particularly important for the macroe-
conomy and asset prices. In the second specification (second subpanel), we remove the most
influential observations from our sample as identified by Bauer and Swanson [7] (in our sample
this set consists of the meetings on 1/28/2004, 9/18/2007, 1/30/2008, and 4/30/2008). We find
similar results compared with our baseline specification. We find similar results if we exclude the
2008 financial crisis from our sample. Based on this evidence, we conclude that our results are
not driven by a handful of influential observations. Next, we report results from specifications run
using heteroscedasticity consistent GMM standard errors. If our option-implied short-term asset
prices contain noise, the coefficient estimate on monetary policy shock will remain unbiased,*
but the standard error of the coefficient estimate may be higher. Estimated coefficients on the
short-term and the long-term asset announcement return (and the difference between them) are
significant at the 1 percent level in all specifications. Next, we control for the average bid-ask
spread in the option prices used to construct the short-term asset price. The concern is that our
results could be driven by the bid-ask bounce. We calculate bid-ask spread for put-call pairs that
we use in the estimation of dividend strip prices around the same 30-minute window around each
FOMC announcement (see Section 3.3 for details). We note that the change in the average bid-ask
spread from pre- to post-announcement is very similar for positive and negative monetary policy
shocks. When we include the change in the bid-ask spread as a control variable the estimated
coefficients on the monetary policy surprises increase in magnitude and are significant at the 1 per-
cent level across all specifications. Finally, we replace the 180-day dividend strip with a 270-day
maturity dividend strip as the short-term asset. The estimated coefficients on the short-term asset

announcement return decrease somewhat but remain significant.®

34 Assuming the monetary policy shock does not contain measurement error.

35We also consider CAPM risk-adjusted short-term asset returns. We estimate beta for dividend strips on a placebo
sample (7 days before and 7 days after the FOMC announcements) to be 0.291. We assume that dividend strip beta
is constant throughout our sample and use this beta to compute the market-adjusted short-term asset announcement
return. Results are reported in Table B.3 in the Internet Appendix. Adjusting raw returns for market movements
strengthens our results since, consistent with prior literature, our estimate for the short-term asset CAPM beta is
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Overreaction. In our baseline test, to align with existing studies of high-frequency asset price
responses around FOMC announcements, we measure dividend strip prices in 30 minute windows
around each announcement (where the pre-announcement window ends 10 minutes before the
announcement and the post-announcement window begins 20 minutes after the announcement).
These narrow windows provide clean identification of the impact of central bank policy. However,
it is interesting whether the initial asset price response that we document reverts over slightly
longer windows. We study this question in two ways.

First, we plot the intra-daily cumulative average return of the short-term and long-term asset
around each announcement grouped by positive and negative monetary shocks in Figure 3. We
estimate asset prices in the following 30 minute windows: 70 minutes to 40 minutes before the
announcement; 40 minutes to 10 minutes before the announcement; 20 minutes to 50 minutes
after the announcement; and the last 30 minutes of the trading day from 3:30 pm to 4:00 pm. In
Panel A, we plot cumulative average returns for the short-term asset conditional on the sign of
either our monetary policy shock (left panel) or the orthogonalized monetary policy shock (right
panel). For consistency, we plot the same figure for the long-term asset in Panel B.

The returns before the announcement are largely flat and similar across negative and positive
monetary policy surprises (for both the short-term and long-term asset). At the announcement,
we see positive short-term asset returns when Fed unexpectedly increases interest rates and neg-
ative returns when Fed unexpectedly decreases interest rates, consistent with our main results.
Extending the cumulative return of the short-term asset to the end of the day, we observe that the
announcement response does not revert by the end of the day following positive monetary policy
surprises. For negative monetary policy surprises, the negative announcement return becomes even
more negative by the end of the day. These results confirm that the positive loading of dividend
strips on monetary shocks does not mean-revert using longer windows extended to the end of the
day.

Second, we report results from specifications which replace our original measure of dividend
strip announcement returns with announcement returns calculated in two alternative ways. For the
first alternative, we keep the pre-announcement estimation window fixed (40 minutes to 10 minutes
before the announcement) and move the post-announcement window to the last 30 minutes of the
trading day, from 3:30 pm to 4:00 pm. In this way, we capture the total (cumulative) return on the
FOMC announcement days. For the second alternative, we expand the estimation windows. That
is, instead of using 30 minute estimation windows, we let the pre-announcement window run from

10:00 am until 10 minutes before the FOMC announcement and we let the post-announcement

positive and the market reacts in the opposite direction to the strip.
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window run from 20 minutes after the announcement to the end of the trading day at 4:00 pm.3¢
These longer estimation windows reduce the noise in the short-term asset price estimation.

We report the results in Panel B of Table 3. Under the first alternative, the estimated coefficient
of short-term asset announcement return on our monetary policy shock is 0.171 and significant
at the 10 percent level. In the specification with the orthogonalized monetary policy shock, the
estimated coefficient is 0.196 and significant at the 5 percent level. Under the second alternative,
the estimated coefficients are positive and significant at the 5 percent level in the monetary policy
surprise specification and significant at the 1 percent level in the orthogonalized monetary policy

surprise specification.

4.2.2. Implied Risk-free Rate

Intuitively, following an unexpected change in the federal funds rate, the risk-free rate should
move in the same direction. We obtain a direct estimate of the risk-free rate through the put-call
parity restriction. We find indeed that the implied risk-free rate increases for positive monetary
policy shocks and decreases for negative monetary policy shocks.’” All else equal, the short-
term asset price should decrease (increase) following an increase (decrease) in the risk-free rate.
Accordingly, the changes in risk-free rates would generate a negative loading of the short-term
asset return on the monetary policy surprise which is the exact opposite pattern that we document

empirically. This indicates that our results are not driven by changes in risk-free rates.

4.2.3. Short-Term Treasury Bonds

We also test how short-term Treasury bonds react to monetary policy shocks. Specifically,
we analyze the price reaction of the iShares Short Treasury Bond ETF (SHV) in narrow windows
around the FOMC announcement. We obtain the data for the SHV from the NYSE Trade and
Quote database. In total, the data covers 104 FOMC announcements from the introduction of SHV
at the begining of 2007 until the end of 2019. We calculate the log return of the SHV based on the
last mid-quote 10 minutes before the FOMC announcement to the first mid-quote 20 minutes after
the FOMC announcement.8

We report the results in Table B.4 in the Internet Appendix. We find a negative association
between bond prices and monetary policy surprises. The estimated coefficient is -0.001 and signif-
icant at the 1 percent level when we use the baseline monetary policy surprise measure and when

we use the orthogonalized monetary policy shock from Bauer and Swanson, both when we restrict

36Scheduled FOMC meetings in our sample take place around 12 pm or 2 pm so pre-/post-announcement estimation
windows under the second alternative are always longer than an hour and can be as long as four hours.

37Specifically, for M PS > 0, the 180-day implied risk-free rate increases on average by Ar f,'80 = 0.04 percentage
points; for MPS < 0, the 180-day implied risk-free rate decreases on average by Ar 80 = —0.02 percentage points.

38We eliminate any quotes below 105 or above 115 and observations where the bid-ask spread is higher than 0.1.
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the sample to non-zero surprises and in the full sample. Overall, the reaction of Treasury bonds
around FOMC announcements is consistent with the change in the federal funds target rate and the

change in the implied risk-free rate.

4.2.4. S&P 500 Implied Volatility

Our baseline result is not driven by changes in volatility. Specifically, for MPS > 0, 180-
day option-implied volatility decreases on average by AIV'30 = —0.08 percentage points; for
MPS < 0, 180-day option-implied volatility decreases on average by AIV'30 = —0.16 percentage
points.>® We take some caution in interpreting these results given that we observe the change in
implied volatility for the S&P 500 index and not for the short-term dividend strip which means
we are measuring the level of uncertainty regarding the market return.** However, the decrease in
uncertainty for both positive and negative monetary policy surprises cannot explain our empirical
results: following an unexpected cut in the target rate, uncertainty decreases implying that the
short-term asset price should rise which is opposite to what we observe empirically.

5. Short-term Asset Return and Economic Conditions

The positive loading of the short-term asset on the monetary policy surprise comprises our
main evidence of information effects. The model makes the assumption that information effects
operate through the cash flow channel. This generates a testable implication that the short-term

announcement return should positively predict near-term economic growth.

5.1. Macroeconomic Predictability

We test the predictive power of the short-term asset announcement returns for future real divi-

dend growth and real GDP growth over different horizons:

Axiox = a + BrAP + 5, Controls; + €41, k € {1,2,...,6}, (19)

where Ax;y; 1s the k—quarter ahead real economic growth (real dividend or real GDP growth),
AP!3 is the announcement return on the short-term asset (180-day dividend strip) in the 30-
minute window around the FOMC announcements in quarter . Controls include the monetary
policy shock Ai;, the long-term asset announcement return AP;° (S&P 500 index), and the change

in the option implied volatility A/V;. Dividend growth corresponds to dividends accrued by the

3 A decrease in the implied volatility following both positive and negative monetary policy shocks is consistent
with the resolution of uncertainty associated with the FOMC announcement.

40To directly measure uncertainty related to short-term asset, we would require options on index dividends. Such
options were recently introduced in Europe but not in the US (Gormsen et al. [39]).
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S&P 500 index.*! To account for seasonality, we calculate quarterly dividend growth as the dif-
ference in log dividends in quarter k and log dividends in the same quarter in the previous year,

Adiyx = log ( Des ) . Similarly, we calculate quarterly GDP growth as Agdp;+r = log (%)

Diik—a GDPiyf—4
using seasonally unadjusted quarterly real GDP from the St. Louis Federal Reserve. We run our

predictability tests on the baseline sample of FOMC announcements with non-zero monetary pol-
icy surprises.

The first six columns in Panel A of Table 4 present univariate predictive regressions for real
dividend growth. We report Newey-West standard errors with k + 1 lags in parentheses. The
estimated coefficient on the short-term asset announcement return is positive and significant at
the 1 percent level across all specifications. The estimated coefficient varies from 0.671 for one-
quarter ahead dividend growth to 1.203 for four-quarter ahead dividend growth and then declines
to 1.038 for the six-quarter ahead specification. A one standard deviation decrease in the short-
term asset price corresponds to a 0.27 standard deviation decline in real dividend growth over the
next quarter. Panel B of Table 4 presents similar predictive regressions which include the monetary
policy surprise, the market return, and the change in implied volatility as controls. The coefficient
estimates on the short-term asset announcement return are significant at the 5 percent level or
higher across all specifications and follow a similar pattern to the univariate tests.*?

The last six columns in Panel A of Table 4 present the corresponding predictive regressions for
real GDP growth. The overall pattern of results is similar to the real dividend growth forecasting
regressions (although the coefficients are significant at the 1 percent or 5 percent level only up to
three quarters ahead). The coefficient on the short-term asset return reaches 0.242 for three-quarter
ahead GDP growth before decreasing to 0.045 in the six-quarter ahead specification. Panel B of
Table 4 presents the results including the control variables. The estimated coefficients on the short-
term asset return remain positive, but are only significant at the 5 percent level in the three-quarter
ahead specification and at the 10 percent level in the other specifications except for the six-quarter

ahead regression which is not significant.

“lWe construct dividends following the approach in Golez [34]. We first estimate daily dividends from the S&P
500 price index and total return index from Datastream. We then aggregate daily dividends to the monthly level, at
which point we adjust dividends for inflation using the monthly CPI time series from Robert Shiller’s webpage. We
aggregate real monthly dividends across each quarter.

“2We run a number of robustness tests in the Internet Appendix. Table B.5 in the Internet Appendix documents
similar results using only the latest FOMC meeting each quarter. We report results where we vary the estimation
windows for calculating asset returns in Tables B.6 and B.7). The results are strongest when we use wide windows
to estimate dividend strip prices. Additionally, Table B.8 in the Internet Appendix, reports the results for all FOMC
announcements (not only for non-zero MPS announcements). The overall patterns for the all-meetings sample are
similar but the significance is lower, consistent with the notion that announcements with monetary policy surprises
contain more information about economic fundamentals.
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5.1.1. Macroeconomic Predictability: Non-FOMC Days

We would expect information effects to be concentrated on days when the central bank unex-
pectedly changes the target federal funds rate (i.e. FOMC announcements with non-zero monetary
policy shocks) and absent from days without new information released by the central bank (e.g.
non-FOMC meeting days). As a placebo test, we estimate the change in the short-term asset price
seven days before and seven days after each FOMC announcement date using a 30-minute win-
dow around the same time of day of the actual FOMC announcement.*> We run the predictive
regression specification from Equation (19) using the return of the short-term asset on non-FOMC
meeting days. Table 5 presents the results of these regressions. The short-term asset return on non-
FOMC days has no predictive power for future dividend growth or GDP growth at any horizon.

Most coefficient estimates are negative and all are insignificant.*

6. Discussion

We have documented that (i) the short-term asset return around FOMC announcements loads
positively on monetary policy shocks, and that (ii) the short-term asset announcement return pre-
dicts growth in near-term economic conditions. These findings are consistent with our model of
Fed information effects and suggest that investors perceive FOMC announcements as important
signals about the current state of the economy. Importantly, our results are not driven by the
omitted economic news channel proposed by Bauer and Swanson [7]. In this section, we provide
supplementary analysis and discussion for these main results.

We first extend the analysis from Romer and Romer [62] through the recent sample to test

whether central bank forecasts contain information beyond what is known to commercial forecast-

“3For example, if FOMC announcement takes place on Thursday at 2 pm, we estimate the short-term asset return
on the previous and next Thursday over the 30 minute window around the 2 pm. We observe a data issue on January
21, 2004 (first observation in our placebo sample) where the short-dated dividend strip return is implausibly low. To
address this issue, we calculate the 180-day dividend strip return on this day by extrapolating from the longer-maturity
dividend strip (rather than by interpolating between dividend strips with different maturities).

#We also implement a joint specification which combines FOMC meetings with the non-FOMC days and run the
following predictive regression:

Ax;y = ag + AP + 5, FOMCNZ 4+ 0, AP x FOMCN? + €144,k € {1,2,...,6},

where Ax,yx is the k—quarter ahead real economic growth (real dividend or real GDP growth) and FOM CNZ 3
dummy variable equal to 1 on non-zero monetary policy shock meeting days and O otherwise. Panel A in Table B.9
in the Internet Appendix reports the results for the dividend growth specifications. We focus on the interaction term,
01, which estimates the differential relationship between the short-term asset return and future economic conditions
on FOMC announcement days versus on non-announcement days. The coefficient estimate on the interaction term
is positive and significant at the 1 percent level at all horizons. The results for the real GDP growth regressions are
reported in Panel B and show a similar pattern. These results indicate that the short-term asset announcement return is
driven by news about macroeconomic conditions contained in the FOMC announcement, consistent with information
effects.

27



ers. While central bank (Greenbook) forecasts are only available after a lag period of five years,
and therefore cannot directly inform investors about current economic conditions, this test tells us
whether it is reasonable for investors to assume that central banks have an information edge.*
Then, we discuss two aspects of the stylized framework from Section 2: the assumption of a
contant risk premium; and an extension of the model with soft information. We end by providing
a simple calibration of the model. The calibration provides estimates of the key parameters in the
model and places bounds on the variances of the information effect and policy preference shocks.
This enables us to estimate model-implied variances of shocks and to characterize how growth
expectations and beliefs about the path of the target rate respond to monetary policy surprises in

our model.

6.1. Fed versus Private Sector Forecasts

We test whether Fed forecasts contain information above and beyond what is known to private
sector forecasters. We compare central bank Greenbook forecasts with private sector forecasts
from the Survey of Professional Forecasters. Our sample runs from the third quarter of 1990 to the
fourth quarter of 2018.4¢ We discuss the data and our main specification below.

Fed forecasts come from Greenbook data obtained from the Philadelphia Federal Reserve’s
Greenbook dataset. The Greenbook is produced by research staff at the Board of Governors for
each meeting of the Federal Open Market Committee and contains projections about various eco-
nomic variables. The Greenbook is produced eight times per year and is available at a lag of five

years.47 Greenbook forecasts, which we will refer to as “Fed forecasts,” are constructed as:

X, \*

G,:100><( f) -1, (20)
Xi-1

where X; denotes the period ¢ observation for level variable X and the 7 subscript indexes a quarterly

observation date. We study Fed forecasts for Real Gross Domestic Product growth (RGDP growth),

defined as the quarter-over-quarter growth in real GDP, chain weighted (annualized percentage

points).

“The central bank may possess additional information including advance knowledge of industrial production data
and reports submitted by bank directors. However, even in the case where the central bank does not possess ad-
ditional information, information effects may exist given differences in processing capacity arising from the many
teams of economists employed by the central bank whose primary function is to process data on economic conditions
(Nakamura and Steinsson [59]).

46The sample start date corresponds to the transition date when the Philadelphia Federal Reserve first took over
the survey from ASA/NBER in the second quarter of 1990. The first survey conducted by the Philadelphia Federal
Reserve in real time is the third quarter of 1990. The Philadelphia Federal Reserve provides exact dates for the survey
deadlines starting in this period and the deadlines ensure that SPF forecasters have access to the advance report of the
national income and product accounts. The exact timing of prior surveys before 1990 is not known.

#TThere are years with more than eight Greenbooks but these occur prior to the start of our sample.
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We combine the Fed forecast data with private sector forecasts from the Survey of Professional
Forecasters (SPF) provided by the Federal Reserve Bank of Philadelphia. The survey’s timing is
geared to the release of the Bureau of Economic Analysis’s advance report of the national income
and product accounts (NIPA). This report is released at the end of the first month of each quarter
and contains the first estimate of GDP for the previous quarter. The deadline for survey responses
is the second to third week of the middle month of each quarter. Each SPF forecast is mapped
to the nearest subsequent Greenbook forecast. This produces a one-to-one mapping between SPF
and Fed forecasts which are both made within the same quarter. For the SPF forecasts, we also
focus on Real Gross Domestic Product, the quarterly level of chain-weighted real GDP (seasonally
adjusted). We use forecasts from the median growth file which reports the rate of growth of the
median forecast for the level (not the median forecast for the growth rate). These quarterly growth
rate forecasts are annualized following the same procedure from Equation (20) above. We obtain
the actual quarterly real gross domestic product data from the Philadelphia Federal Reserve’s real-
time data set on the national income and product (NIPA) accounts. We use data from the latest
vintage, the first quarter of 2024, and compute quarterly growth rates which we then annualize
following the same procedure from Equation (20) above.

We implement the following regression specification:

ARGDP i = ay + BB ) (ARGDPyyi) + BiFE;PF (ARGDPik) + €4k, k € {0,1,2,3,4},

2D
where ARG D P, is the k—quarter ahead real GDP growth defined above, 100 x (%)4 -1,
where G D P, is the level of real GDP in quarter 7 + k. ]E,{7 ed (ARGDP,,}) is the Greenbook fore-
cast made in quarter t and E’"F (ARG D P,,y) is the SPF forecast made in quarter ¢, both defined
above. k equal to O corresponds to forecasts for current quarter economic growth made within the
quarter. Including both the Greenbook forecasts and the SPF forecasts alongside each other allows
for situations in which the Fed and the private sector both possess orthogonal information about
economic conditions. We also implement a univariate specification that regresses future real GDP
growth on the Greenbook forecasts.

Table 6 reports the results of these specifications. Panel A presents the univariate specifica-
tion using only Greenbook forecasts. The coefficient estimates are positive for all horizons and
significant at the 1 percent level for the current quarter and one-quarter ahead specifications and
significant at the 5 percent level for the two-quarter ahead specification. The adjusted R?s are 0.52,
0.22, and 0.09, 0.02 for the current quarter through three-quarter ahead specifications respectively
and close to zero for the four-quarter ahead specification.

Panel B presents results for the bivariate specifications which include SPF forecasts alongside
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central bank forecasts. The coefficient estimates on the central bank forecasts remain positive
across all horizons and are significant at the 1 percent level for the current quarter and significant
at the 5 percent level for the one-quarter and two-quarter ahead specifications. The coefficient
estimates for the private sector forecasts are not significantly different from zero at any horizon.
These results provide further support for our main results, indicating that central bank forecasts
contain information about near-term economic conditions up to two-quarters ahead (the same as
the maturity of the short-term asset cash flows) that is not contained within private sector economic

growth forecasts.

6.2. Discussion of the Model

In this subsection, we discuss the model’s assumption of a constant risk premium and an ex-

tension of the model based on soft information.

6.2.1. Modeling Assumption of Constant Risk Premia and Risk-Free Rates.

The assumption of constant risk premia in the model follows the established view of informa-
tion effects as news about near-term economic conditions. It is possible that discount rate shocks
also drive variation in the short-term asset announcement return. However, as discussed in the
Introduction, for our main test of information effects, it does not matter whether the observed re-
sponse of the short-term asset is driven by fluctuations in risk premia or by cash flow news: in
either case, a positive loading of the short-term asset response on monetary policy surprises would
constitute evidence of information effects. In the risk premia channel, an unexpected cut in inter-
est rates signals weak conditions, which would increase short-horizon risk premia and depress the
price of the short-term asset. That said, the analysis of Fed forecasts suggest that Fed has an infor-
mational edge over the private sector regarding near-term economic conditions, and the GDP and
dividend growth predictability tests indicate that Fed information effects do operate through the
cash flow channel: the short-term asset announcement return predicts near-term economic growth
and cash flow growth. Still, we do not rule out that variation in the short-term asset return is driven
by risk premia shocks - this channel remains an interesting avenue for future research. Lastly, we
do not incorporate the direct effect of changes in the risk-free rate on short-term asset prices in our
asset return equations. Accounting for this effect would work in our favor, as the direct effect of a
decrease (increase) in the risk-free rate would result in an increase (decrease) in short-term asset
prices. In other words, accounting for changes in risk-free rates would make the opposite response

of short-term assets we document even more pronounced.*®

“8The impact of adding changes in risk-free rates to our model is demonstrated in Andrei Goncalves’ discussion of
our paper available on his website.
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6.2.2. Short-term Asset Return and Soft Information

In our model, the target rate surprise uniquely determines revisions in investor expectations and
pins down both the short- and long-term asset return. Empirically, the short-term asset return does
not move in lockstep with the target rate surprise. In part, this additional variation could be due to
measurement error in dividend strip prices (Golez and Jackwerth [35]). Table 4 shows that short-
term asset announcement return predicts near-term dividend growth after controlling for monetary
policy surprise. Thus, the additional variation could also reflect conditioning information that goes
beyond the target rate surprise. Such information could stem from soft information related to
Fed conferences and forward guidance. In Appendix A3, we extend the model by allowing for
soft information being released from the Fed to formalize how the short-term asset announcement

return can decouple from the target rate surprise.

6.3. Calibration

The model from Section 2 provides testable predictions of information effects using features
of the equity term structure. In this subsection, we expand the connection between the stylized
model and our empirical results by presenting a calibration of the model and illustrating the role
of information effects on the announcement response of the short-term and long-term assets.

We use data on real gross domestic product, federal funds rates, and Greenbook forecasts to
estimate model parameters from the economic growth process and policy rule specified in Equa-
tions (1) and (2). We then compute the bounds on the variance of information effect and policy
preference shocks that will generate the observed positive (negative) loading of the short-term
(long-term) asset return on monetary policy surprises in the data. Next, we use the observed short-
term asset return, long-term asset return, and monetary policy surprises to estimate the variance
of both shocks. Finally, we discuss the model-implied changes in expected quarterly growth rates

and expected target rates following both negative and positive monetary policy surprises.

6.3.1. Baseline Parameters
We estimate the model parameters below. All parameter estimates and a brief description of

each parameter are summarized in Table 7.
Economic Growth Process. To estimate the parameters in Equation (1), we run the following re-
gression:

ARGDP,.| = ¢+ $eARGDP, + buyy1 + €41, (22)

where ARGDP is quarterly real gross domestic product growth from the 2024Q1 vintage of the
Philadelphia Federal Reserve’s real-time data set on the national income and product (NIPA) ac-

counts and ¢4 is the average effective federal funds rate from the first month of quarter ¢ + 1
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retrieved from FRED, Federal Reserve Bank of St. Louis. The data is quarterly from the third
quarter of 1954, the beginning of the effective federal funds rate data from FRED, to the fourth
quarter of 2021. Our estimate for g, is 0.065 with a standard error of 0.061 and our estimate for
b is -0.097 with a standard error of 0.074. The negative sign of the b coefficient is consistent with
the conventional effects of monetary policy and indicates that a 100 basis point increase in the fed-
eral funds rate is associated with a 9.7 basis point decline in quarterly real gross domestic product
growth.

Policy Rule. We estimate the model parameters from the policy rule by implementing the following

specification:

bl = C+ Pty + GE (ARGDP, ) + €41, (23)

where, as above, t,, is the average effective federal funds rate from the first month of quarter ¢ + 1
retrieved from FRED, Federal Reserve Bank of St. Louis, and E,C” (ARGDP,,) is the Fed forecast
for next quarter real GDP growth from the Greenbook associated with the latest FOMC meeting
in quarter ¢. The data are quarterly and run from the first quarter of 1967 to the fourth quarter of
2018, the first and last availability of the Greenbook forecast data. Our estimate for g, is 0.970
with a standard error of 0.022 and our estimate for & is 0.105 with a standard error of 0.040. These
estimates are consistent with a persistent target rate and conventional policy response to economic
conditions. The coefficient estimate for & indicates that a 100 basis point lower forecast for next
period real GDP growth corresponds to a 10 basis point cut in the target rate: the central bank

responds to poor expected economic growth by lowering the target rate.

Other Parameters. We use a quarterly time discount rate, p, of 0.99 corresponding to an annual
discount rate of 0.96 consistent with prior literature. We set 34, the parameter governing the rela-
tionship between dividend growth and GDP growth from Equation (3), equal to 1. This parameter

scales the model-implied returns of the short-term and long-term assets.

6.3.2. Variance of shocks

The variances of the policy preference shock, 0'5, and the information shock, 0'62, determine
the extent to which investors attribute monetary policy surprises to Fed information about the
economy. However, it is not possible to obtain independent estimates of these parameters from
external data sources. Accordingly, we input the other parameter estimates into the implications of
the model to show the exact boundary of parameterizations for o, and o which will generate an
opposite response of the short-term and long-term asset. Then we use the short-term and long-term
asset response data and the observed monetary policy surprise series to obtain estimates for these

parameters within our setting.
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Bounds. We characterize the range of parameterizations for the variance of the information effect
shock and the policy preference shock which will generate the observed opposite response of
the short-term and long-term asset to monetary policy surprises. We use the parameter estimates
from the previous section for p,, @, b, p and the model implication from Equation (15) which
determines the bounds on the variance ratio, Z—é that generate a positive loading of the short-
term asset return on the monetary policy surprise and a negative loading of the long-term asset
return on the monetary policy surprise. Figure 4 plots the standard deviation of the information
effect shock, o, on the y-axis and the standard deviation of the policy preference shock, o,
on the x-axis. The red shaded region indicates o and o, pairs in which the long-term asset
loading on the monetary policy surprise will be positive, the opposite of the negative loading
documented empirically. The blue shaded region indicates the region in which the short-term
asset loading on the monetary policy surprise will be negative, the opposite of the positive loading
we document. The white region in between shows the range of parameterizations which will
generate the documented positive loading of the short-term asset and negative loading of the long-
term asset. As we move northwest on the graph, the variance ratio, %, increases and investors
will attribute a larger component of a given monetary policy surprise to information effects. For
example, the higher the ratio, the more a negative monetary policy surprise will be attributed
to negative news about next period’s economic growth. When the ratio is sufficiently high, this
negative impact on near-term economic growth will dominate the longer horizon positive effects
of the lower rate on economic growth and the long-term asset return will be negative (generating
a positive loading on the monetary policy surprise). Conversely, as we move southeast on the
graph, the variance ratio decreases and, for example, the more a negative monetary policy surprise
is attributed to the policy preference shock. When the ratio is sufficiently low, a negative monetary
policy surprise will be primarily attributed to policy preferences and the conventional effects of
policy will dominate information effects, even at the near horizon, and the short-term asset return

will be positive (generating a negative loading on the monetary policy surprise).

Estimation. We estimate the parameter values for the variance of the information effect shock, 0'62,
and the variance of the policy preference shock, oﬁ. We start with the parameter estimates from the
previous section (b, pg, p,, p, @, Bq, summarized in Table 7). Our model implies three moment
conditions based on the return of the short-term asset, the return of the long-term asset, and the

variance of the monetary policy surprise:
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We estimate the o2 and 0"5 parameters using the Broyden—Fletcher—Goldfarb—Shanno (BFGS)
algorithm, a quasi-Newton optimization technique optimized for problems where the variables
have bounds. We impose the restriction that o> and 0'3 are both greater than 0. The third equation
restriction is not necessary but provides a sharper characterization based on the observed variance
of the monetary policy surprise. We use data for the short-term asset return, long-term asset return,
and the monetary policy surprise from the 84 FOMC meetings in our sample from 2004 to 2019
with a non-zero monetary policy surprise. The BFGS algorithm minimizes the sum of squared
errors for the three moment conditions (short-term asset return, long-term asset return, and the
variance of the monetary policy surprise) over parameterizations of o, and o,. We obtain the
following estimates: o, = 0.035 and o, = 0.125. We plot these estimates with the blue point
in Figure 4. The estimates for o and o, fall within the region of parameterizations for which
the short-term asset loads positively on the monetary policy surprise and the long-term asset loads
negatively. From these estimates, the standard deviation of the information shock is approximately
3.5 times higher than that of the policy preference shock, consistent with the idea that policy

preferences exhibit more stability compared with news about economic conditions in our sample.

6.3.3. Model Implications

We provide a simple calibration of the model using the parameter estimates above. Figure 5
presents the model-implied change in expectations following a monetary policy surprise of -10
basis points (unexpected easing).*® Panel A shows the change in expected quarterly economic
growth across the term structure — the x-axis indicates the quarters ahead from the monetary policy
surprise which occurs at quarter 0. Panel B shows the change in expected target rate. The dashed

green “Mu” (blue “Epsilon”) line shows the change in beliefs if the investor observes the shocks,

“Figure B.1 in the Internet Appendix shows the model-implied change in expectations across the term structure
following a surprise increase in the target rate of 10 basis points. The results are similar conceptually to those following
an unexpected easing but with opposite signs following the positive monetary policy surprise. We also present a
calibration of the model which includes soft information released by the central bank about near-term economic
conditions in Section A4 in the Appendix.
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€ and p, and the entire monetary policy surprise is driven by the exogenous shock yu (€). The black
line labeled “Baseline” shows the change in investor beliefs when the investor does not observe the
shocks.

We consider the case where investors observe the shocks and the monetary policy surprise
is driven solely by the central bank information about economic conditions, €. In this case, the
central bank information is incorporated into next period investor economic growth expectations
which are revised downwards sharply. Two-period ahead economic growth expectations are also
revised downwards but the magnitude of revisions is smaller because of the low persistence of the
economic growth process, p,, and the impact of the lower target rate on economic growth. The
monetary policy surprise is persistent and generates a downward revision of expected target rates
across the horizon. The expected target rate eventually converges to steady state but generates
modest upward revisions in economic growth forecasts at medium- and long-term horizons. The
downward revision of near-term economic growth expectations dominates the upward revisions
to longer-term economic growth forecasts and both the long-term and short-term asset returns are
negative (-0.81 percent and -0.94 percent respectively).

Next, we consider the case where the investor observes the shocks and the monetary policy
surprise is driven solely by the policy preference shock p. In this scenario there are no central
bank information effects. Next period economic growth forecasts are revised upwards based on
the effect of lower target rates on growth. Economic growth expectations are revised upward
(target rate expectations are revised downwards) across the term structure and converge towards
their steady state values. The long-term and short-term asset returns are positive in this case.

In the baseline case where investors do not observe the shocks and must infer the distribution
of € and u from the observed target rate surprise, investor beliefs lie between the prior two cases.
Based on the negative monetary policy surprise, investors infer a negative realization of € and revise
their expectations of next period economic growth downwards. Similar to the pure € case discussed
above, investor expectations about medium- and long-term economic growth are revised upwards
because of the persistent effect of the monetary policy shock on economic growth. The higher
expected medium- and long-horizon economic growth expectations outweigh the lower near-term
expected economic growth and the market return is positive. The short-term asset return is negative
which generates an opposite response of the short-term and long-term asset to the monetary policy

surprise.

7. Conclusion

We propose a new test of Fed information effects based on the price response of the short-
term dividend strips on the S&P 500 index. We develop a stylized model to characterize the Fed

information effects on dividend strips with different maturities. Consistent with the existence of
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information effects, we document that short-term dividend strip prices move in the same direc-
tion as the unanticipated changes in the target rate. We also show that the short-term dividend
strip price reaction around FOMC announcements positively predicts near-term macroeconomic
growth. Overall, our results suggest that investors perceive FOMC announcements as important
signals about the current state of the economy. Our results do not necessarily imply that Fed has
private information about the state of the economy: Fed information effects may arise if the cen-
tral bank is better equipped to process publicly available information (or if investors believe that
the central bank is better equipped to process information). Regardless, the existence of these
information effects has key implications for central bank communications and policy since these
effects reduce the effectiveness of standard monetary policy tools and may discourage investment

and consumption following an unexpected cut to the target rate.

Appendix A

Al. Model Derivations

This section supplements the model developed in Section 2 and includes derivations of the key

implications discussed in the manuscript.

Al.l. Propagation Across the Term Structure
We determine how changes in expectations about the target federal funds rate and GDP growth

propagate across the horizon. Applying the expectations operator to Equations (1) and (2) we

have:>°
By (AGDP,141) = poEy (AGDPrai) + bE; (Gist) (A1)
B (Gk) = Py (k1) + @y (AGDPryin) (A2)

Expectations about next period GDP growth and next period interest rates are jointly deter-
mined. We obtain an expression for E; (AG D P,,+1) by substituting Equation (A.2) into Equation
(A.1) to obtain:

E, (AGDPys41) = (P4 (AGDP.k) + bpEy v

1
1-ab

Similarly we have:

0For simplicity, below we denote expectations using time ¢ subscripts and omit the subperiod notation, ¢ and .
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E; (E+k) =

1 — —~
(angt (AGDPl+k) + p By (Lt+k—1))
1-—ab

We can express this recurrence relation in matrix form as:

E, (AGﬁP,+1)
E; (1)

~ k
s T P

Er (t4k) Xpg P

(1 —ab)*

pg  bp

apg P
and change of basis matrices P and P~!. Expressions for P, D, and P~! are obtained in the standard

We express matrix A = ( ) in the form A = PD P!, the product of diagonal matrix D

procedure: we compute the eigenvalues of matrix A, denoted by 4| and A; respectively, as the roots

151

of the characteristic polynomial”"; we obtain eigenvectors associated with each eigenvalue, A;, as

any vector that spans the kernel A — A;1 where [ is the 2 X 2 identity matrix.
( ps  bp.

apg P
istic polynomial: C4 (1) = det (A—AI) = A*> — (pg + p.) A + pgp, (1 — ab), where I is the

Specifically, we compute the eigenvalues of matrix A = ) from the character-

1
2 2
. . . L . petpit((pgt+p.) —4pgp.(1-ab)
identity matrix. The roots of the characteristic polynomial are: £ ( ¢ 5 £ ) =

1
2 2 b
Petp, x(ps+ps+pep, (dab-2))2 .
whpee(0f S ) . The eigenvalues, A; and A, are:

1 3
A= (pg +p+ (p§ +p; + pgp, (4ab — 2)) )
and
1 2 >
Ay =5 \Pg+p= (pg +p; + pgp. (4ab - 2))
A
We find eigenvectors associated with each eigenvalue. An eigenvector, v!! = 51 ), corre-
1%
2
sponding to eigenvalue, A1, is any vector which spans the kernel A — A1;1. We have:
pg—3% (pg +p,+ (p§ +p7 + Pgpu (4ab—2))2) bp,
A-N41= 1
apg P 3 (pg +p+ (p§ +p7 + Pp (4ab—2))2)

1 1
Sy =1 (pg + P+ (p§ +p7 + pgp. (4ab —2))2) and A, = } (pg +p— (p§ + 7 + pep. (4ab —2))2)
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1
So an eigenvector must satisfy: vfl (pg - % (pg +p, + (pz, +p? + pegp. (4ab — 2)) 2))+v§1bp[

1
0 and v/ll‘apg +\/211 (pt - % (pg +p, + (pf, +p2 + pgp. (4ab — 2)) 2)) = 0. From the first equation
we have:>?

A1 A

_ bp,
Vi ="

1
(pg -3 (pg +po+ (o + p7 + pgp. (4ab — 2))2))

We obtain the eigenvector corresponding to eigenvalue, A,, following a similar procedure.’

3
The eigenvectors, v*!' and v?2, produce the change of basis matrices, P and P~

— bp, _ bp,
1 1
P = (pg—%(pg+pt+(p§+p%+pgpt(4ab—2)) 2 )) pg—%(pg+pt—(p§+p?+pgpl(4ab—2)) 2
1

1

>2We verify that the second equation also equals 0:

1 =
viapg +va (pl ~5 (pg +p0+ (p§ +p? + pgp. (4ab - 2)) : ))

)

bp,
—vy

1
S apg + V2 (pL -3 (pg +po+ (pﬁ +p; +pgp. (4ab - 2))
(Pg - % (pg +poo+ (pé' +pi +pgpu (4ab - 2))2))

(ST

1 1
2 2
(pL -1 (pg +p+ (pﬁ, +p? +pgp, (4ab - 2)) )) x (pg -3 (pg +p+ (pﬁ, +p? +pgp. (4ab - 2)) )) - abp,pg

1
(Pg -3 (pg +p,+ (p§ +p? +pgp, (4ab - 2))2))

v 2p.pg +4abpgp, —2pgp. —4abp.pg
=WV

1
2
4(pg -3 (Pg +p+ (pfz +p7 +pgp. (4ab - 2)) )

=0
53
__ bp,
Vil =™

=

Pg— % (pg +p.— (03 + p? + pgp. (4ab - 2))

)
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and P~1>4:

1 bpl
I
Pg—3 (pg+pt—(p§+p%+pgpt (4ab-2))2 )

_1 _ bpt
-1 24 p? 4ab-2))?
pg—3|pg+p+(p3+pI+pgp. (4ab-2))

-1
P = Pscalar

Finally, the diagonal matrix, D, is given by:

1
%(pg+pt+(p§+p?+pgpt (4ab—2))2) 0
D: 1
0 1 — (p% + p? 4ab-2))°
3 |Pe + P (P + P+ pgp. (dab - 2)
(A.4)
pg  bp.

= PDP~!. Since Ak = (PDP')* = PDP-'PDP-1..PDP! =
pg  Pu

So we can express A = (

k p—1 . kp—1 : . . . Et (AGDPI+1)
PD*P~" and the expression PD*P~" is a linear transformation of input vector

)

E: (1)
we can express changes in forecasts from ¢ to 7 as:
AEz (tr+k) (1 -ab) AE; ()

expression determines how changes to expectations propagate across the horizon in our model.>
Section A2 characterizes exactly how the monetary policy surprise determines the distribution of

changes in growth forecasts across the term structure.

Al.2. Asset Prices

To obtain a closed-form expression for the long-term asset return, we start by substituting
Equation (A.5) into the long-term asset return given in Equation (5):

1 1
54 . (Pg—%Pg—%pﬁ%(piw?wgm (4ab-2)) 2)(Pg—%/)g—%m—%(P§+P3+pgp:(4ab—2>) 2
Where in the formula below, pscaiar =

T
~bp. (ph+pi+pgp. (4ab-2))?
3 We require pi, + 02 + pgp, (4ab —2) > 0 to ensure real roots.
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r;_x’ = ijﬂd (E; — EL) (A(ﬁ,+j+1)
7=0

= ;pjﬁd—(l—lab)j( 1 o)pPpip!

(E7 — E;) (AGDPy41)
(Ef - Eg) (E)

(Er — E;) (AGDPy1)
(Ef —E) (1)

:ﬁd( 10 )PD*P"

Where D* is a diagonal matrix with entries, d}, = — and d, = Tl For
. . . . -1 P11 P12
convenience denote the entries in the change of basis matrices, P and P~ as: P =
P21 P22
- d;, 0
P_l = m P2 P12 , and D* = 11 . . Then we have:
—P21 P11 2
pD*pP!
_ 1 puu pr2 || d; O P2 P2
P11P22 — p12Pp21 \ pa1 p2 0 d;z -p21 Pl
_ 1 pupndy — pupidy,; purpnds, — pupidy
pup2 = piap2 \ papxnd); — pnpdy, panpids, — papd)
So we have:
P = ( 10 )ﬁdPD*P—l—v’mpu,
_ Ba pupndy; — papiady;, pipndy;, —pupnrd); |-
=({120 N . N N Vinput
Pup2 = pi2p2 \ papnd|; — pu2pady, panpudy, — papnid];
Ba - " .
+ (E7 - E/) (@) (p12p11d5, — pripi2dy;)

P11P22 — P12p21

(Er — ) (AGDPy1)

Where_v)inpm = N
(Ez‘ - Eg) (1)

1
S6Where di = % (pg +p, + (pz +p%+ pgp. (4ab — 2)) 2) and dy

1
% (pg +p0,— (pg +p2+ pep. (4ab - 2)) 2) are the entries in the diagonal matrix D from Equation (A.4).
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We substitute in the expressions for pi1, p22, p12, p21, d7,, and d;z in terms of model pa-

%
11°

: . Ba * *
rameters from the equations for P and D to obtain mpapa P11 p2d{, — p21p12d;,, and
£ _ * . . d oqe .
pi2p1idy, — pripiady;. We start with the coefficient PP For tractability we define:

1
X = (p; +p2 + pegp. (4ab — 2))2, A= %pg - %pt and B = p, + p,. Then we have:

P11P22 — P21P12
__ bp, N bp,

1 1
pg -1 (Pg Pt (pé +p? +pgp, (4ab - 2))2) pg -1 (Pg +p. - (p§ +p? +pgp, (4ab *2)) 2)

_ X
T pga

Next, we calculate the coefficient on economic growth, p11p2ad], — p21p12d55:

pupndy — p2upiady,

bp, 1 bp, 1
=- p X + p

X
pg =3 (g +p+X) 1= lamz(oe v+ X)  pg—3(pg+p—X) 1= 257 (0g + 00— X)
-X (pp—1+ab)
(1—ab)
)

pPapPg ( + PPgPL— Pg — Pt)

Finally, we calculate the coefficient on the target rate, pop11d5, — p11piady;:

pu2pudy, — pripiady,
= pr2p11 (d3, — dj))
1 1
(1—ab)-pt(B=X) (1-ab)-pl(B+X)
bp X

:(1—cyb)l X X

B 1-ab
apg (( = L+ ppep. — pg — pL)

We input these expressions into the long-term asset response equation to obtain:

I -ab
re = Ba (1 —ab) ) (aboﬁ + 02, - ptpoﬁe) Ac; (A.6)

(s — 1) (ppo— 1) —ab) a (o2 + o7

The return on the short-term dividend strip is similarly given by:

~1—

___ PPa (cyba'2 + 0‘56) Ac; (A.7)

T (0 + o)
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Expressions for the long-term and short-term assets without information effects are obtained

similarly.®’

Al.3. Short-term Asset Return and Future Economic Growth
We derive our model implications for the following regression of next period economic growth

on the short-term asset response to a monetary policy surprise:

AGDP.y =o' +B'r} +6, (A.8)

t+1

where rf1 denotes the short-term asset return in the 30-minute window around a policy an-

1

nouncement, ! is the intercept and & il

is the error terms of the regression. The coefficient on the

Cov(r;,AGDPH])

short-term asset return is given by: g = . We compute the coefficient, 8!, in terms

Var(rtl)
of model parameters:
Cov (r},AGDP, 1)
B = ’
Var (rl_l)
Cov (pBu (87— B)) (AGDPy11), pyAGDP: + € + bty + w1
- 1
Var (rt_)

2.2
baoy+0ge  utae +b u+ae )

pBaCov ((l(U'(ZIE+(TZ) (1-ab)’ &

(1-ab)

p B Var (; fﬁfff@ (Tf;y;))
1
" pBa
The coefficient B! will be positive under the full range of parametrizations we assume. The
positive coefficient arises because of the assumption in Equation (A.7) that fluctuations in the short-
term asset price around central bank announcements are driven by changing cash flow expectations.

The assumption of the model can be tested directly in the data.’8

>7Short-term asset return without information effects is given by: r} = bBapAcs

Long-term asset return without information effects is given by: r;° = o b/f‘)l E:); "bl)) - bA ti
g~ )T

331f FOMC announcements contain information about economic conditions and information effects operate through
the cash flow channel, then the short-term asset announcement return should predict near-term dividend growth and
economic growth with a positive sign. Absent information effects or if information effects exist but operate through
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A2. Beliefs About Future Economic Growth

We discuss how the monetary policy surprise will determine the distribution of changes in
subsequent period economic growth forecasts. First, given the belief distributions etf’* and ,u;’*
from Equation (8), the change in investor expectations of next period economic growth from t to 7

can be expressed as:

B (AGDPy11) - B} (AGDP,v1) = bAs + Ef (€) (A.9)

Then, from Equation (A.5) and the change in next period economic growth forecasts, we have:

ABI(AGDPie)) 1 ppiper (PAGHE () (A.10)
AE7 (t1+x) (1-ab) AL;

Changes in investor beliefs about future GDP growth and target rates across the term structure
are linear transformations of the target rate surprise and normally distributed beliefs, e;’*, and so

are normally distributed. The monetary policy surprise, ALlf, pins down the distribution of e;’* SO

we can use Equation (9) to substitute out ]E; (e;*) to obtain:

v bao? + o2
bAg + B (&) = | ——— | A
a (0ge + 0)

So we have:
baci+o?
AE; (A\GDP (2 100)
7 ( i t+k+1) — 1 kPDkP—l (a/(O'(z,e‘HT,%)) AL (All)
AB; (G+) (1-ab) 1 f

A3. Model Extension: Soft Information

In the baseline framework, the target rate surprise uniquely determines revisions in investor
expectations across the term structure and pins down both the short- and long-term asset return.
Empirically, the short-term asset return does not move in lockstep with the target rate surprise.
This additional variation is important because it reflects conditioning information that may not be
captured in the target rate surprise (which is fixed at the time of the announcement). The short-term
asset price adjusts after the announcement so that the measured price response will reflect other

information such as soft information and forward guidance from the central bank, and variation

the risk premia channel, this predictability will be nonexistent.
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in economic and financial conditions at different announcement dates which leads investors to
interpret identical policy surprises (sign and magnitude) differently in different contexts.>”

We model soft information released by the central bank by supposing that the central bank
provides a noisy signal, n; ~ N (e;, 0'3), to investors about its private information about GDP
growth, €. The distribution of 7; is centered at the realized value of € with variance 0'3. The
central bank cannot inform investors the precise private signal.®® Investor’s conjugate prior is
given by Equation (9), and the posterior distribution of beliefs, e;; . after observing the signal n;
is:

2 2 -1
fi’softw r 2+0'2+Et0',%+0'§’ 0',%+0'[% (A.12)

(1-ab) o2,

a 0'(,E+ o2

where ¢; is the realization of €, €, = AL_ is the investor’s expected value of ¢;

2 2
(from Equation (9)) based on the observed target rate surprise, 0'[% = 012 O;”f >, and AL_ is the

target rate surprise. Changes in investor beliefs about fuzture economic growth are still governed
i i (1- ozb)O'aEa'

by Equation (A.10) but with E. ( fr) = (2D (%EWM)

not depend solely on the target rate surprise, AL_

Ac + ToTval % so that this term does

On average, soft information shifts investor behefs towards the true realization of €. The weight
placed on the soft information provided by the central bank depends on the variance of the noisy
signal compared with the variance of the prior beliefs about €. Without soft information, an unex-
pected cut in the target rate causes investors to infer a negative realization of €. With soft informa-
tion, if the unexpected cut in target rate is driven by a large negative shock, u, but the realization
of € is positive, investors may infer a positive € after incorporating the soft information released by
the central bank. This decouples the one-to-one mapping from the target rate surprise to investor

beliefs about € and expected growth rates that is present in the baseline framework.

A4. Model Calibration with Soft Information

We introduce soft information to our model calibration and discuss how this changes the model
implications. We assume the variance of the signal provided by the central bank, o2, is the same
as the variance of the information effect shock, 0}2~ The qualitative results are similar for a wide
range of 0'5 parametrizations. Figure B.2 in the Internet Appendix plots the model-implied change

in expectations following a monetary policy surprise of -10 basis points (unexpected easing). Panel

30ne way to capture the idea of variation in announcement contexts is to introduce stochastic volatility in the u
and e distributions. In this case, identical target rate surprises will generate different posterior beliefs about € and u
depending on the volatilities at the time of each announcement.

0This could arise for several reasons including central bank credibility but we do not take a stance in our model.
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A shows the change in expected quarterly economic growth where the x-axis indicates the quarters
ahead (the monetary policy shock occurs at quarter 0). Panel B shows the change in expected target
rate.

We consider the cases where investors do not observe the shocks but do observe soft informa-
tion released by the central bank. The solid green line “Soft (u)” shows the change in investor
beliefs with soft information when the entire monetary policy surprise is driven by the exogenous
shock u. The solid blue line “Soft (e)” shows the change in investor beliefs with soft information
if the entire surprise is driven by €.5!

With soft information, investor beliefs shift away from the baseline towards the full informa-
tion beliefs (the dashed lines). In the baseline case (black line) when the monetary policy surprise
is driven by e, investors can only make inference based on the target rate surprise and the un-
conditional variances of the shocks p and €. The investor cannot distinguish between a -10 basis
monetary policy surprise driven completely by u and one driven completely by €. Soft informa-
tion provides valuable conditioning information that allows investors to distinguish between these

scenarios and investor beliefs shift towards the complete information beliefs.

61 For reference, we plot the change in investor expectations with no soft information (black line) and the change in
investor expectations in the scenarios where the investor directly observes the shocks and the entire monetary policy
surprise is driven by the exogenous shock u (dashed green line) or by € (dashed blue line).
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Tables and Figures

Table 1: Summary Statistics

Panel A: Summary statistics

N Mean Median Std. Dev.
Monetary Policy Shock (MPS) 128 -0.003  0.000 0.030
Orthogonalized Monetary Policy Shock (OMPS) 128 0.005 0.002 0.044
Short-Term Asset Announcement Return (S7A) 128 0.003 0.001 0.037
Long-Term Asset Announcement Return (L7A) 128 0.001 0.001 0.006

Panel B: Pair-wise correlations

MPS  OMPS STA LTA
Monetary Policy Shock (MPS) 1 0.543 0.205 -0.320
Orthogonalized Monetary Policy Shock (OMPS) 0.543 1 0.260 -0.538
Short-Term Asset Announcement Return (S7A) 0.205  0.260 1 -0.172
Long-Term Asset Announcement Return (L7A) -0.320 -0.538 -0.172 1

Panel A presents the summary statistics for the monetary policy shocks and log asset returns around each
FOMC announcement. Panel B presents the corresponding pair-wise correlations. MPS is monetary policy
shock estimated using first to maturity federal funds futures. OMPS is the orthogonalized monetary pol-
icy shock from Bauer and Swanson [8]. STA stands for the short-term asset anouncement return around
each FOMC announcement. LTA stands for the long-term asset anouncement return around each FOMC
announcement. We use 180-day dividend strip estimated from S&P 500 Index options as a proxy for STA.
For LTA, we use the S&P 500 index itself. The period is from January 2004 through December 2019 and
covers 128 scheduled FOMC announcements.
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Table 2: Asset Announcement Return on Monetary Policy Shock

A = MPS, A = OMPS,
N APY AP —APY  AP[® APY AP — AP

Panel A: FOMC Announcements with Non-Zero MPS

Ag 0.241%%%  -0.060%** 0.301%#%* 0.236%**  -0.072%** 0.308#*%*
(0.090) (0.017) (0.095) (0.069) (0.012) (0.071)

Adj. R? 0.069 0.121 0.098 0.115 0.297 0.175

Obs. 84 84 84 84 84 84

Panel B: All FOMC Announcements

Ay 0.249%*  -0.059%** 0.308%#** 0.217%%*  -0.068*** 0.285%*%*
(0.106) (0.016) (0.109) (0.072) (0.010) (0.073)

Adj. R? 0.034 0.095 0.052 0.060 0.284 0.102

Obs. 128 128 128 128 128 128

This table presents the results from the regressions of asset announcement return on the monetary policy
surprise:

APl = a + BAL + €

where A¢} is either monetary policy shock estimated using first to maturity federal funds futures M PS; or
the orthogonalized monetary policy shock from Bauer and Swanson [8] O M PS; at date ¢. AP is the change
in the log asset price over the same window (APt180 denotes the short-term asset announcement return (180-
day dividend strip) and AP;° denotes the long-term asset announcement return (S&P 500 index)). OLS
standard errors are reported in parentheses below the coefficient estimate. Panel A presents results for
FOMC announcements with non-zero monetary policy shocks (non-zero MPS). Panel B presents results for
all FOMC announcements in the period from January 2004 through December 2019. Stars *, **, *** denote
statistical significance at the ten, five, and one percent level.
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Table 3: Asset Announcement Return on Monetary Policy Shock: Robustness

Al = MPS,; A = OMPS,
AP0 AP? AP0 —APP® AP APY AP0 — AP
Panel A: Main Robustness
Winsorize (5%)
Ag 0.206***  -0.051*** 0.269%** 0.178***  -0.060%** 0.258***
(0.068) (0.013) (0.076) (0.052) (0.009) (0.057)
Adj. R? 0.090 0.153 0.121 0.113 0.349 0.187
Obs. 84 84 84 84 84 84
Exclude most influential observations from Bauer and Swanson [7]
Ag 0.294%** -0.048%** 0.342%%* 0.237***  -0.068*** 0.305%*%*
0.124) (0.024) (0.132) (0.075) (0.013) (0.078)
Adj. R? 0.054 0.038 0.067 0.100 0.245 0.151
Obs. 81 81 81 81 81 81
GMM standard errors
Ag 0.241**%*  -0.060%** 0.301*** 0.236***  -(0.072%** 0.308***
(0.069) (0.014) (0.076) 0.071) (0.016) (0.078)
Adj. R? 0.069 0.121 0.098 0.115 0.297 0.175
Obs. 84 84 84 84 84 84
Control for bid-ask spread
Ag 0.349%%%  .(0.074%%** 0.423%#%* 0.242%%%  (),Q72%** 0.314%%%*
(0.097) (0.019) (0.102) (0.069) (0.012) 0.071)
ABid — ask; 1.527%* -0.197* 1.725% %3 0.699 -0.033 0.731
(0.608) (0.118) (0.642) (0.548) (0.097) (0.570)
Adj. R? 0.126 0.139 0.161 0.122 0.289 0.181
Obs. 84 84 84 84 84 84
270-day short-term asset
Ag 0.139%*  -0.060%*** 0.200%** 0.148***  .(0.072%** 0.220%*%*
(0.057) 0.017) (0.064) (0.044) (0.012) 0.047)
Adj. R? 0.056 0.121 0.096 0.113 0.297 0.202
Obs. 84 84 84 84 84 84

Panel B: Different estimation windows for dividend strips

Post-announcement window delayed until last 30 minutes in a day

Ag 0.171*  -0.067*** 0.238%* 0.196%*  -0.070%** 0.266%**
(0.103) (0.025) (0.110) (0.079) (0.019) (0.084)

Adj. R? 0.021 0.070 0.042 0.058 0.137 0.099

Obs. 84 84 84 84 84 84

Extended pre- and post-announcement windows

Ay 0.162%*%  -0.065%** 0.227#%* 0.157*%%  -0.068*** 0.225%%*
(0.075) (0.020) (0.086) (0.058) (0.015) (0.066)

Adj. R? 0.042 0.098 0.067 0.071 0.185 0.115

Obs. 84 84 84 84 84 84

This table presents the results from robustness tests of our baseline specification of short-term asset return regressed on the monetary policy surprise:
APl = a+BAS + €

where A} is either monetary policy shock estimated using first to maturity federal funds futures M PS; or the orthogonalized monetary policy
shock from Bauer and Swanson [8] OM PS; at date 7. APth is the change in the log asset price over the same window (APt1 80 denotes the short-term
asset announcement return (180-day dividend strip) and AP,” denotes the long-term asset announcement return (S&P 500 index)). In Panel A, we
winsorize variables at 5% level, exclude the most influential observations from Bauer and Swanson [7], replace OLS standard errors with GMM
standard errors, add a control for the change in the options bid-ask spread, and replace the 180-day maturity dividend strip with a 270-day maturity
dividend strip. In Panel B, we delay the post-announcement window until the last 30 minutes in a day (from 3:30 pm to 4:00 pm) and we extend
the estimation windows such that the pre-estimation window starts at 10:00 am and the post-esimtation window runs until 4:00 pm. The period is
from January 2004 through December 2019 and includes FOMC announcements with non-zero monetary policy shocks (non-zero MPS). Stars *,
#% FE% denote statistical significance at the ten, five, and one percent level.



“[9A9] 1UQ210d QUO PUE ‘QAY ‘US) A} J& QOUBOYIUSIS [BONSTILIS QJOUIP 4use ‘45 ‘s STBIS “(SJIN 0I9Z-uou) syooys Aorjod
AIe)ouow 0J9Z-UOU M SJUSWOUNOUULR DINQ:] SOPN[OUL pue 6] ()7 FquIad9 ysnoayl (g Arenuef woij st porrad oy, "SAIRWIISS JUIIOYJI0D ) M0[aq SIsayuared
ur sSe[ | + ¥ (M SIOLS piepuels pasnlpe 1sop-KomaN 1odar opy A7V Aimejoa parduwr uondo oyy ur agueyd oY) pue ‘ gy wimar jusweounouue joyIeul
e3a13Se o) 'S = v yoous Korfod Arejouowr oY) 10 SI[qeLIRA [OIIUOD SIPN[OUL  [dUBJ 'SUOISSAISAI dJeLIBAIUN ) J0J SINSaX oy syuasaxd y [oued (9[qe)

oy o opis 1yS) A§|m%%v §o] = Y |moI3 J@O [821 3y} 10 (3[qe) Y} JO IPIS 1Y) Anﬁav §o] = Y+ ImoI3 PUSPIAIP [201 Y} ST d[qeLIeA Judpuadop YL

{971} 3 ¥y Y5 + Isj0.5u0 )19 + owwlﬂ«n+ o = Ay

:Aq uaAIZ ST UONEOYIdAdS Ay, JuSWIdUNOUUE JINOA Y} PUNOIE MOPUIM JINUIL (O Y} UL 1o/ JV
winyax dins pusplAIp Aep-Q8] Y} U0 YImoI3 J(O [B2I pPUB IMOI3 PUSPIAIP [Bal peaye Jojrenb-y Jo uorssaidalr aanoipaid o) woy synsax ay) syuasaxd a1qes sy,

SL LL 6L 6L 18 €8 SL LL 6L 6L 18 €8 'S0
L200 990°0 910°0 [44N0) €00 0200 L6070 0800 $60°0 190°0 L0 990°0 A by
(T1z (€95 (Sop'1)  (gTI'D) (0L6'0)  (€5L°0) (069°9) (99L°9) (¥65°6) (TrLv) (TL1v) (15S%)
€001 8¢S'1 S9¢'l 6160 LTT0 c0C0- G968 LeLS 8CL'T weT Lely- L899~ ost ATV
(L89°0) (¥€6'0) (8€8°0)  (SLS0) (zes0)  (#99°0) (81T'%) (zsTv) (609°€) (0zs€) (L6T€) (0L9°¢)
6260 el 8¢8°0 (480 0cro- S¥vr0- IST°S €19'C 09C°0- CLSC 9LE ¢~ €e0°6- wdV
wiro) (00100 (8800  (S90°0) (890°0)  (L80°0) (T61°0) (zot"0) (€1€°0) (S6T°0) (€92°0) (982°0)
911°0 ¥60°0 gzc00 6100 010°0- €00 e 0 LY1°0 S0T0 LETO LST0 8L0°0 SV
(Le0'0)  (#90°0)  (L60'0)  (101°0) (06000 (LSO'0) (8¢+°0) (961°0) (905°0) (T11°0) (¥€T°0) (LzT0)
€e00  +PIT0 %1910  #x€PCT0 %1910 *£60°0 #xL66°0 #x050°T #xGL0°1 #%CS8'0  #xxLTL'0  %xVIS0 owm&Q

So[qeLIBA [OTJUOD [RUONIPPY :{ [dUed

8000- 6100 €500 Sy1o ¥90°0 €00 L80°0 ¢01°0 0c10 180°0 8L0°0 9100 %
62000 (65000 (68000  (160°0) 08000 (190°0) (¥9¢€°0) ¥1¥°0) (Szr'0) (Z4%0)) (€5T°0) (€¥T0)
SO0 xLOT0  %¥ST'O0  #xxCVCO0  #x[LT°0  #xLCT°0 ##%8C0'T  wxxSOTT  #%x€0C T  #5xV66'0  #xxVL80  #%x1L9°0 owmmﬂ

SUOTSSQISAI JRLIBATU( 1Y [oUR]

09 0O¢ [0)% fo]3 fo)4 01 09 f0]S [0)% fo]3 (014 01 UOZLIOH

IMOID JAO 18y IMOID) PUSPIAL( [B9Y

Buyseado] YImo1n JaO PUE PUIPIAL( [ ‘F AI9EL

55



Table 5: Real Dividend and GDP Growth Forecasting: Non-FOMC Days

Horizon  1Q 2Q 3Q 4Q 5Q 6Q

Panel A: Real Dividend Growth

AP0 0.024  0.006 -0.031 -0.005 0.079  0.085
(0.153) (0.171) (0.135) (0.174) (0.209) (0.227)

Adj. R*  -0.004 -0.004 -0.004 -0.004 -0.004 -0.004

Obs. 252 248 244 240 235 232

Panel B: Real GDP Growth

AP0 -0.015 -0.022 -0.024 -0.032 -0.002  0.005
(0.029)  (0.038) (0.039) (0.044) (0.040) (0.042)

Adj. R®>  -0.004 -0.003 -0.003 -0.002 -0.004 -0.004

Obs. 252 248 244 240 235 232

Panel A presents the results from the predictive regression of k-quarter ahead real dividend growth on the
180-day dividend strip return in the 30-minute window seven days before and seven days after the FOMC
announcement:

D
log( AL ) = +,8kAPt180 + €4k, k €{1,2,...,6}
Dt+k—4

Panel B presents the same results for predicting real GDP growth. Newey-West adjusted standard errors

with k + 1 lags are in parentheses below the coefficient estimates. The period is from January 2004 through
December 2019. Stars *, **, *** denote statistical significance at the ten, five, and one percent level.
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Table 6: Comparing Fed and Private Sector Forecasts

Panel A: Greenbook Forecasts
Horizon 0Q 1Q 2Q 3Q 4Q

EFed (ARGDP,,;) 0977+ 0.780*** 0.672% 0358  0.152
(0.101)  (0.165)  (0.289) (0.371) (0.347)

Adj. R? 0.520 0.215 0.091 0015 -0.006

Obs. 114 114 114 114 114

Panel B: Greenbook versus SPF
Horizon 0Q 1Q 2Q 3Q 4Q

EFed (ARGDP,,;) 1.081%% 0654+ 0845+ 0670  0.594
0.163)  (0.259)  (0.328) (0.587) (0.512)
ESPF (ARGDP,,)  -0.143 0244  -0423 0768 -1.156
(0.187)  (0.417)  (0.436) (0.729) (0.786)
Adj. R? 0.517 0212 0090  0.025 0.021
Obs. 114 114 114 114 114

This table presents the results from predictive regressions of GDP growth on GDP forecasts:

ARGDP 1 = ay + L ““EF“ (ARGDP, i) + By FESPF (ARGDP, i) + €4k, k € {0,1,2,3,4} .

4
The dependent variable ARG D P, ., is the k—quarter ahead real GDP growth defined as 100X (%) -

1, where GD P, is the level of real GDP in quarter ¢ + k. Ef ed (ARGDP,.y) is the Greenbook forecast
made in quarter ¢ and ES”F (ARGDP,,y) is the same quarter forecast from the Survey of Professional
Forecasters (SPF). We report Newey-West adjusted standard errors with k + 1 lags in parentheses below the
coefficient estimates. The period is from the third quarter of 1990 through the fourth quarter of 2018 and
includes FOMC announcements with non-zero monetary policy shocks (non-zero MPS). Stars *, *%, %%
denote statistical significance at the ten, five, and one percent level.
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Table 7: Summary of the Parameter Estimates

Parameter Description Estimate  Source
o Persistence of the economic 0.065 Estimated from external data (including:
growth process quarterly real gross domestic product growth
from the 2024Q1 vintage of the Philadelphia
Federal Reserve’s real-time data set on the
National Income and Product Accounts (NIPA))
0. Persistence of policy rule 0.970 Estimated from external data (the data is
quarterly from the third quarter of 1954, the
beginning of the effective federal funds rate data
from FRED, to the fourth quarter of 2021.)
Jol Time discount rate 0.99 From prior literature (corresponds to an annual
discount rate of 0.96)
b Effect of policy on economic -0.097  Estimated from external data (sign consistent
growth with conventional effects of monetary policy)
a Response of policy rule to 0.105 Estimated from external data (sign consistent
forecasted economic conditions with conventional policy rule)
Oy Standard deviation of policy 0.035 Estimated based on other parameters and asset
preference shock response data
Oe Standard deviation of 0.125 Estimated based on other parameters and asset

information shock

response data

This table presents a summary of the parameter estimates from the model calibration.
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Figure 2: Asset Announcement Return around Monetary Policy Shocks
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This figure plots the scatter plots of asset return in the 30-minute window around the FOMC announcements
versus the monetary policy shocks. In Panel A, we plot the short-term asset announcement returns versus
either the monetary policy shock (left) or the orthogonalized monetary policy shock (right) from Bauer and
Swanson [8]. In Panel B, we plot the same scatter plots for the long-term asset announcement return. The
time period is January 2004 through December 2019 and includes 128 scheduled FOMC announcements.
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Figure 3: Returns Around the FOMC Announcements
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This figure plots the cumulative average asset returns around the FOMC announcements. The averages
are reported separately for positive and negative monetary policy shocks (MPS) and positive and negative
orthogonalized monetary policy shocks (OMPS) from Bauer and Swanson [8]. In Panel A, we plot the
cumulative average returns for the short-term asset and in Panel B, we plot the cumulative average returns
for the long-term asset. The time period is January 2004 through December 2019 and includes 128 scheduled

FOMC announcements.
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Figure 4: Shock Bounds with Estimation
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This figure plots the standard deviation of the information shock, o (vertical axis), and the stan-
dard deviation of the policy preference shock, o, (horizontal axis). The white region indicates o
and o, pairs which generate the empirically documented positive loading of the short-term asset
and negative loading of the long-term asset (the red shaded region indicates o and o, pairs where
the short- and the long-term asset loadings on the monetary policy surprise are positive; the blue
shaded region indicates o and o, pairs where the short- and the long-term asset loadings on the
monetary policy shock are negative). The blue dot shows the estimated ratio of g—; based on the
calibrated parameters fitted to the data for the short-term and long-term asset announcement return
and the monetary policy surprises.
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Figure 5: Propagation of Monetary Policy Surprise: Easing
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This figure plots the model-implied change in expectations across the term structure following a monetary
policy surprise of -10 basis points (unexpected easing). Panel A shows the change in expected quarterly
economic growth. The x-axis indicates the number of quarters ahead (the monetary policy surprise occurs at
quarter 0). The long-term and short-term asset return (in percent) are presented in the table in the top right
corner. Panel B shows the change in expected target rate across the term structure. The dashed green “Mu”
(blue “Epsilon™) line shows the change in expectations if the investor observes the information and policy
preference shocks, u and €, and the entire monetary policy surprise is driven by the shock u (€). The black
line labeled “Baseline” shows the change in investor expectations following the monetary policy surprise
when the investor infers the information and policy preference shocks from the change in the target rate.
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Internet Appendix B

Table B.1: Option Market Liquidity

Panel A: January 28, 2004
t=143 =234 =325 =507 =689
Before 510 570 930 600 570
After 540 570 930 600 570

Panel B: December 11, 2019
t=156 =191 =282 =310 =345 =373 t=401 =555 1+t=737
Before 6,960 2,010 2,400 1,950 2,010 2,520 2,550 2,640 2,700
After 6,941 2,000 2,379 1,950 2,010 2,520 2,550 2,640 2,700

This table presents the number of put-call option price pairs used in our estimation of the short-term asset
return. Panel A presents data from the first date in our sample, January 28, 2004 and Panel B presents
data from the last date in our sample, December 11, 2019. The Before row indicates the pre-announcement
window and the After row indicates the post-announcement window. The columns indicate the maturity of
the options in days. We include data on maturities ranging from less than half a year to around two years.
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Table B.2: Asset Announcement Return on Monetary Policy Surprise: Full Sample

Al = MPS; Al = OMPS;
AP AP AP —AP®  API®0 APP API0 — AP
Panel A: Main Robustness
Winsorize (5%)
A 0.205%**  -(0.048%*%* 0.264**%* 0.149%**  _(0.055%** 0.219%**
(0.067) (0.012) (0.074) (0.045) (0.007) (0.050)
Adj. R? 0.063 0.102 0.084 0.071 0.296 0.128
Obs. 128 128 128 128 128 128
Exclude most influential observations from Bauer and Swanson [7]
Ag 0.296** -0.048%** 0.344*%* 0.229%**  _(0.063*** 0.292%**
(0.148) (0.021) (0.152) (0.080) 0.011) (0.081)
Adj. R? 0.024 0.032 0.032 0.055 0.217 0.088
Obs. 124 124 124 124 124 124
GMM standard errors
Ay 0.249***  .(0.059%** 0.308**%* 0.217%*%*%  -0.068*** 0.285%**
(0.071) (0.014) (0.078) (0.075) (0.013) (0.079)
Adj. R? 0.034 0.095 0.052 0.060 0.284 0.102
Obs. 128 128 128 128 128 128
Control for bid-ask spread
Ay 0.347**%*  .(0.058%** 0.405%*%* 0.238***  -0.068*** 0.305%**
(0.103) (0.016) (0.107) (0.069) (0.010) (0.070)
Bid — ask, 1.461%*** 0.026 1.435% %% 1.269%** 0.045 1.225%**
(0.368) (0.058) (0.380) (0.358) (0.050) (0.364)
Adj. R? 0.136 0.089 0.142 0.139 0.283 0.170
Obs. 128 128 128 128 128 128
270-day short-term asset
Al 0.144%*%  -0.059%** 0.204 % 0.139%*%  _0.068%*** 0.207%**
(0.064) (0.016) (0.069) (0.043) (0.010) (0.045)
Adj. R? 0.031 0.095 0.058 0.068 0.284 0.137
Obs. 128 128 128 128 128 128

Panel B: Different estimation windows for dividend strips
Post-announcement window delayed until last 30 minutes in a day

Ag 0.177*  -0.068%** 0.245%* 0.196%**  -0.075%** 0.271%%*
(0.101) (0.023) (0.108) (0.068) (0.015) (0.071)

Adj. R? 0.016 0.059 0.032 0.055 0.167 0.096

Obs. 128 128 128 128 128 128

Extended pre-and post-announcement windows

Ag 0.173%*%  -0.065%** 0.239%#%** 0.138#**  -0.067#** 0.205%*%*
(0.069) (0.019) (0.077) (0.047) (0.012) (0.052)

Adj. R? 0.040 0.082 0.063 0.056 0.196 0.103

Obs. 128 128 128 128 128 128

This table presents the robustness specifications run using the sample of all scheduled FOMC announcement from
January 2004 through December 2019. In Panel A, we winsorize variables at 5% level, exclude the most influential
observations from Bauer and Swanson [7], replace OLS standard errors with GMM standard errors, add a control for
options bid-ask spread, and replace the 180-day maturity dividend strip with a 270-day maturity dividend strip. In
Panel B, we delay the post-announcement window until the last 30 minutes in a day (from 3:30 pm to 4:00 pm) and we
extend the estimation windows such that the pre-estimation window starts at 10:00 am and the post-esimtation window
runs until 4:00 pm. Stars *, **, *** denote statistical significance at the ten, five, and one percent level.
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Table B.3: Asset Announcement Return on Monetary Policy Shock: CAPM-implied Dividend Strip
Return

A = MPS; Af =OMPS,;
AP AP CAPM —implied (AP/%) AP0 AP CAPM —implied (AP%0)
Panel A: FOMC Announcements with Non-Zero MPS
Ag 0.241%*%*  -0.060%** 0.258*** 0.236%**  _(0.072%** 0.256%**
(0.090) (0.017) (0.091) (0.069) (0.012) (0.069)
Adj. R2 0.069 0.121 0.078 0.115 0.297 0.133
Obs. 84 84 84 84 84 84

Panel B: All FOMC Announcements

Ag 0.249%*  -0.059%** 0.266%** 0.217%%*  -0.068%** 0.236%**
(0.106) (0.016) 0.107 (0.072) (0.010) 0.072

Adj. R? 0.034 0.095 0.039 0.060 0.284 0.072

Obs. 128 128 128 128 128 128

This table presents the results from the regressions of asset announcement return on the monetary policy
surprise:

APl = a + BAL + €

where A¢} is either monetary policy shock estimated using first to maturity federal funds futures M PS; or
the orthogonalized monetary policy shock from Bauer and Swanson [8] OMPS; at date t. AP is the change
in the log asset price over the same window (AP!3° denotes the short-term asset announcement return (180-
day dividend strip) and AP;° denotes the long-term asset announcement return (S&P 500 index)). CAPM-
implied abnormal dividend strip returns are calculated as:

CAPM — implied (AP}SO) = APISO _ (R £+ PV x (APS - R f,)) :

where R f; is the risk-free rate proxied by the 180-day implied interest rate and B is estimated on the
placebo sample (7 days before and 7 days after the announcements) to be 0.291. OLS standard errors are
reported in parentheses below the coefficient estimate. Panel A presents results for FOMC announcements
with non-zero monetary policy shocks (non-zero MPS). Panel B presents results for all FOMC announce-
ments in the period from January 2004 through December 2019. Stars *, **, *** denote statistical signifi-
cance at the ten, five, and one percent level.
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Table B.4: Short Term Treasury Bond Announcement Return on Monetary Policy Shock

ASHV,
Al = MPS, A = OMPS,
Panel A: FOMC Announcements with Non-Zero MPS
A -0.0009%*** -0.0010%**
(0.0002) (0.0002)
Adj. R? 0.143 0.306
Obs. 70 70

Panel B: All FOMC Announcements

Al -0.0008 -0.0010%%*
(0.0002) (0.0002)

Adj. R? 0.092 0.238

Obs. 104 104

This table presents the results from the regressions of asset announcement return on the monetary policy
surprise:

ASHV; = a+BA; +€

where A} is either monetary policy shock estimated using first to maturity federal funds futures M PS; or
the orthogonalized monetary policy shock from Bauer and Swanson [8] OMPS; at date t. ASHV; is the
change in the log asset price of the Short Term Trasury Bond ETF (SHV) over the same window. OLS
standard errors are reported in parentheses below the coefficient estimate. Panel A presents results for
FOMC announcements with non-zero monetary policy shocks (non-zero MPS). Panel B presents results for
all FOMC announcements in the period from January 2007 through December 2019. Stars *, **, *** denote
statistical significance at the ten, five, and one percent level.
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Table B.5: Real Dividend and GDP Forecasting: Non-zero Shocks, Latest

Horizon  1Q 2Q 3Q 4Q 5Q 6Q

Panel A: Real Dividend Growth

AP (0763%%  (0.049% | [22%kx ] 2494k ] 0S4%EE ] 025
0338)  (0.331)  (0.370)  (0.385)  (0.303)  (0.234)
Adj. > 0.080 0.138 0.171 0.206 0.144 0.131

Panel B: Real GDP Growth

AP}%0 0.169**  0.186**  0.249***  (0.160**  0.106*** 0.039
(0.083)  (0.083) (0.083) (0.065) (0.040) (0.034)
Adj. R? 0.105 0.123 0.239 0.090 0.022 -0.022

Obs. 40 39 38 38 37 36

Panel A presents the results from the predictive regression of k-quarter ahead real dividend growth on the
180-day dividend strip return AP}gO in the 30 minute window around the FOMC announcements with non-
zero monetary policy surprises:

log (ﬂ) =y +BkAP,180 + €41,k €{1,2,...,6}
Dyyk-a

Panel B presents the same results for predicting real GDP growth. We use non-zero monetary policy shocks

from the latest FOMC meeting each quarter. We report Newey-West adjusted standard errors with k + 1 lags

in parentheses below the coefficient estimates. The period is from January 2004 through December 2019.

Stars *, #* *¥** denote statistical significance at the ten, five, and one percent level.
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Table B.6: Real Dividend and GDP Growth Forecasting: Delayed Post-Announcement Window

Real Dividend Growth Real GDP Growth
Horizon 1Q 2Q 3Q 4Q 5Q 6Q 1Q 2Q 3Q 4Q 5Q 6Q
Panel A: Non-zero monetary shocks
APtl 80 0.945%%#%* 0.960%* 1.011*%*  0.959** 0.572 0.409 0.169* 0.141 0.139 0.036 -0.019 -0.077
(0.337) (0.405) (0.450) (0.478) (0.400) (0.402) (0.093)  (0.089) (0.093) (0.077) (0.078) (0.071)
Adj. R? 0.133 0.124 0.108 0.092 0.025 0.005 0.091 0.053 0.052 -0.009 -0.012 0.008
Panel B: Full sample
APtl 80 0.882%***  (.850%**  (.897** 0.825% 0.483 0.326 0.143%* 0.125 0.121 0.029 -0.025 -0.099
(0.307) (0.324) (0.376) (0.426) (0.404) (0.447) (0.070)  (0.079)  (0.090) (0.081) (0.081) (0.079)
Ayl 0.180 0.228 0.208 0.294 0.265 0.458 0.024 -0.002 0.030 0.038 0.095 0.114
(0.161) (0.197) (0.292) (0.325) (0.399) (0.437) (0.057) (0.063) (0.067) (0.078) (0.076)  (0.079)
AP -1.887 -2.653 -2.057 -2.101 -1.294 1.115 -0.347 -0.266 0.077 0.218 0.428 0.048
(2.179) (2.419) (3.088) (3.001) (3.328) (2.843) (0.515) (0.563) (0.532) (0.595) (0.657) (0.543)
AT thso -3.435 -3.206 -1.420 -1.371 -0.902 1.821 0.186 0.154 0.743 0.543 0.490 0.002
(3.941) (3.656) (4.056) (3.796) (4.401) (3.748) (0.734) (0.750)  (0.739)  (0.906) (0.986) (0.851)
Adj. R? 0.117 0.123 0.098 0.088 0.002 -0.009 0.104 0.038 0.042 -0.038 -0.016 0.019
Obs. 83 81 79 79 77 75 83 81 79 79 77 75

This table presents the results from the predictive regression of k-quarter ahead real dividend growth and real GDP growth on the 180-day dividend
strip FOMC announcement return AP}SO, where the strip return is calculated as the log difference in prices between the post-announcement
window (3:30 pm to 4:00 pm on the announcement day) and the pre-announcement window (40 minutes to 10 minutes before the announcement).
The specification is given by:

Xiak = Qi +,8kAPt180 + 6 Controls; + €41,k € {1,2,...,6}

The dependent variable is the real dividend growth X,,x = log ( DDtiZli 7 ) (left side of the table) or the real GDP growth X,,x = log (C;G,;)Pim)

(right side of the table). Panel A presents the results for the univariate regressions. Panel B includes control variables for the monetary policy
shock Aif, the aggregate market announcement return AP;°, and the change in the option implied volatility AI'V;. We report Newey-West adjusted
standard errors with k + 1 lags in parentheses below the coefficient estimates. The period is from January 2004 through December 2019 and includes
FOMC announcements with non-zero monetary policy shocks (non-zero MPS). Stars *, **_ ##* denote statistical significance at the ten, five, and
one percent level.
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Table B.7: Real Dividend and GDP Growth Forecasting: Extended Estimation Windows

Real Dividend Growth Real GDP Growth
Horizon 1Q 2Q 3Q 4Q 5Q 6Q 1Q 2Q 3Q 4Q 5Q 6Q
Panel A: Univariate regressions
APt180 1.451%%%  1,663%%*  1.791%*%  1,968***  1.360%*  (.917*** 0.311%%  0.291*  0.276%* 0.140 0.038 -0.044
(0.404) (0.596) (0.726) (0.668) (0.553) (0.339) (0.144)  (0.155)  (0.125)  (0.088) (0.065) (0.051)
Adj. R? 0.174 0.208 0.193 0.226 0.103 0.040 0.177 0.138 0.125 0.024 -0.011 -0.010
Panel B: Additional control variables
AP]30 LA53%k% 1 261%%%  [372%%  ].612%%  [.113% 0.791 0217 0223  0.233*  0.126  0.045 -0.076
(0.338) (0.457) (0.613) (0.639) (0.639) (0.560) (0.112) ~ (0.144)  (0.133)  (0.106)  (0.099)  (0.099)
Ayl 0.109 0.137 0.087 0.144 0.124 0.335 0.003 -0.023 0.008 0.014 0.074 0.094
(0.174) (0.164) (0.221) (0.223) (0.315) (0.380) (0.052)  (0.057)  (0.055) (0.069) (0.074) (0.088)
AP -4.994%%* -5.310%* -4.958 -3.490 -1.931 1.291 -0.949* -0.836 -0.146 0.196 0.745 0.483
(2.534) (2.835) (3.257) (2.941) (3.315) (2.968) (0.515)  (0.529) (0.462) (0.527) (0.626) (0.446)
Al thso -7.870%* -6.729* -5.133 -2.898 -0.612 3.435 -0.596 -0.666 0.447 0.712 1.287 1.208
(4.023) (3.972) (4.655) (4.987) (5.587) (5.392) (0.785)  (1.002)  (1.012) (1.027) (1.210) (1.003)
Adj. R? 0.214 0.253 0.216 0.227 0.081 0.023 0.218 0.150 0.105 -0.005 0.002 0.020
Obs. 83 81 79 79 77 75 83 81 79 79 77 75

This table presents the results from the predictive regression of k-quarter ahead real dividend growth and real GDP growth on the 180-day dividend
strip FOMC announcement return AP}SO, where the strip return is calculated as the log difference in prices between the post-announcement
window (20 minuts after the announcement until 4:00 pm) and the pre-announcement window (10:00 am to 10 minutes before the announcement).
The specification is given by:

Xiak = Qi +,8kAPt180 + 6 Controls; + €41,k € {1,2,...,6}

The dependent variable is the real dividend growth X; 1 = log ( DDtiZli 7 ) (left side of the table) or the real GDP growth X; .z = log (C;G,;)Pim)
(right side of the table). Panel A presents the results for the univariate regressions. Panel B includes control variables for the monetary policy
shock Aif, the aggregate market announcement return AP;°, and the change in the option implied volatility AI'V;. We report Newey-West adjusted
standard errors with k + 1 lags in parentheses below the coefficient estimates. The period is from January 2004 through December 2019 and includes
FOMC announcements with non-zero monetary policy shocks (non-zero MPS). Stars *, **_ **#* denote statistical significance at the ten, five, and

one percent level.
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Table B.9: Real Dividend and GDP Forecasting: FOMC and Non-FOMC Days

Horizon 1Q 2Q 3Q 4Q 5Q 6Q

Panel A: Real Dividend Growth

AP0 0.040 -0.021 -0.039 0.018 0.120 0.051
(0.126)  (0.125)  (0.108) (0.117)  (0.137)  (0.132)
FOMCN? -0.005  -0.012 -0.014%  -0.020%*%*  -0.021**  -0.019%

(0.008)  (0.009)  (0.009)  (0.008)  (0.009)  (0.010)
AP0 x FOMCNZ  0.631%% 0.895%%  1033%%%  1.]185%8 (.985%* (988

0307)  (0.286)  (0.296)  (0.349)  (0.364)  (0.350)
Adj. R? 0.005  0.016 0.023 0.039 0.035 0.026
Obs. 378 372 366 360 353 348

Panel B: Real GDP Growth

AP0 -0.016  -0.010 -0.015 -0.013 0.012 0.012
(0.022)  (0.029)  (0.032) (0.030) (0.029)  (0.032)
FOMCN? -0.002  -0.004**  -0.005%#* -0.005%**  -0.003*  -0.002

(0.001)  (0.002)  (0.002) (0.001) (0.002)  (0.002)
AP x FOMCNZ  0.143*%+  0.181%%  0.257+%*  (.167%* 0.095 0.033

(0.067)  (0.072)  (0.083) (0.084) (0.065)  (0.048)
Adj. R? 0.007 0.022 0.050 0.024 0.008 -0.005
Obs. 378 372 366 360 353 348

Panel A presents the results from the predictive regression of k quarter ahead real dividend growth on the
180-day dividend strip return AP} 80 in the 30 minute window on FOMC announcement days and non-FOMC
announcement days (seven days before and seven days after the FOMC announcement):

log (DD”" ) = ap +BrAP + 5, FOMCN? + 0, AP x FOMCN? + €,k € {1,2,...,6}
t+k—4

where FOMC™NZ is a dummy variable equal to 1 on FOMC announcement dates with a non-zero monetary

policy shock and 0 otherwise. Panel B presents results from the GDP growth predictability specifications.

Newey-West adjusted standard errors with k + 1 lags are in parentheses below the coefficient estimates. The

period is from January 2004 through December 2019. Stars *, **, *** denote statistical significance at the

ten, five, and one percent level.
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Figure B.1: Propagation of Monetary Policy Surprise: Tightening

Panel A: Change in Expected GDP Growth
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This figure plots the model-implied change in expectations across the term structure following a positive
monetary policy surprise of 10 basis points (unexpected tightening). Panel A shows the change in expected
quarterly economic growth. The x-axis indicates the number of quarters ahead (the monetary policy surprise
occurs at quarter 0). The long-term and short-term asset return (in percent) are presented in the table in the
top right corner. Panel B shows the change in expected target rate across the term structure. The dashed
green “Mu” (blue “Epsilon”) line shows the change in expectations if the investor observes the information
and policy preference shocks, ¢ and €, and the entire monetary policy surprise is driven by the shock u (¢€).
The black line labeled “Baseline” shows the change in investor expectations following the monetary policy
surprise when the investor infers the information and policy preference shocks from the change in the target
rate.
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Figure B.2: Propagation of Monetary Policy Surprise: Soft Information

Panel A: Change in Expected GDP Growth
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This figure plots the model-implied change in expectations across the term structure following a monetary
policy surprise of -10 basis points (unexpected easing). Panel A shows the change in expected quarterly
economic growth. The x-axis indicates the quarters ahead (the monetary policy shock occurs at quarter 0).
Panel B shows the change in expected target rate across the term structure. The solid green line “Soft (u)”
shows the change in investor expectations with soft information from the central bank if the entire monetary
policy surprise is driven by the exogenous shock u. The solid blue line “Soft (e)” shows the change in
investor expectations with soft information if the entire surprise is driven by €. For reference, we plot the
change in investor expectations with no soft information (black line) and the change in investor expectations
if the investor directly observes the shocks and the entire monetary policy surprise is driven by the shock u
(dashed green line) or by € (dashed blue line).
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Figure B.3: Monetary Policy Shock

T T T T T T T T T T T T T T T T

’-Monetary Policy Shock | |

0.15
0.1
0.05

-0.05

-0.1

-0.15

This figure plots the time-series of monetary policy shocks (Panel A) and orthogonalized monetary policy
shocks from Bauer and Swanson [8] (Panel B). The time period is January 2004 through December 2019.
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Figure B.4: Asset Return
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This figure plots the time-series of short-term returns over the 30-minute window around each FOMC an-
nouncement (Panel A) and the corresponding long-term asset return (Panel B). The time period is January
2004 through December 2019.
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