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Markets Expect Accommodation to Continue
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What iS E [Tt+4‘ﬂt] — Tt+4?

. Structural VAR system
GZiya=HZi 3+ €114

. Reduced form VAR system
Ziyy = AZy 3+ Cepyy

. Fed Funds equation
reeg = 0'AZyg + 6'Ceypy
= YA Z, + 8 A%Cepq + 8 A*Ceyn +
§ACe, 3+ 6 Ceyyy

. Excess Return
E[rial) —rig = —8'A’Cepq — 8 A°Ceyyg —
5/A05t+3 — 5,C€t+4

. Empirical estimates
ft4 — g = o+ Xy 4 Wiy



Empirical Results

ft4 — T =+ Y X+ Wiy

1. Average excess returns = 57.5 basis points at four
months

2. Excess returns are countercyclical (greater risk
during recessions?)

3. Predictable components of excess returns:
— Drop in payroll employment growth associated
with positive excess returns

— Increase in level of futures rate associated with
positive excess returns (jointly)

But... Payroll employment data has
been revised!
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More Empirical Results

fi —rea=a+9X + wia

1. Real-time employment data also predictive
2. Future data are somewhat more predictive

3. Lots of other real data are predictive:
— Nondurable consumption — Yes

— Services consumption — No

— Durables consumption — Yes
x Lagged 6 months!

+x Nominal, too!
— Manufacturing Capacity Utilization — Yes
— Chicago Fed National Activity Index — Yes!
— Inflation — No!

4. What about economic fundamentals? Structural
shocks?



Candidate Economic Shocks
Evans and Marshall (2003)

1. Solow-based measures of technology shock:
(e.g., Basu-Fernald-Shapiro (2001))

2. Marginal-rate-of-substitution shocks: Hall
(1997), Baxter and King (1991), Shapiro and
Watson (1988).
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MRS Shock
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Technology Shock

Tech --> Real GDP Tech --> Fed Funds Rate
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More Empirical Results

fi —rea=a+9X + wia

1. Real-time employment data also predictive
2. Future data are somewhat more predictive

3. Lots of other real data are predictive:
— Nondurable consumption — Yes

— Services consumption — No

— Durables consumption — Yes!
x Lagged 6 months!

+x Nominal, too!
— Manufacturing Capacity Utilization — Yes
— Chicago Fed National Activity Index — Yes!
— Inflation — No!

4. Structural Shocks (Evans-Marshall (2003):
— MRS shocks — Yes

— Technology shocks — No
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