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Stock market response to monetary and fiscal policy shocks:

Multi-country evidence
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5. Conclusion and policy implications

In this study we use a structural VAR model to investigate the effects
of monetary and fiscal policy shocks on stock market performance in
Germany, the UK and the US. Using quarterly data for the period
1991:1-2010:4 we find evidence suggesting that both fiscal and mone-
tary policies affect stock market, either directly or indirectly. More im-
portantly, though, we find evidence that the interaction between the
two policies is very important in explaining stock market developments.

More specifically, the individual stances of fiscal and monetary pol-
icies, as well as their interaction, directly affect the UK stock market de-
velopments. With reference to Germany, we cannot find evidence of a
direct effect of the fiscal policy on stock market performance, although
an indirect effect can be shown, via the interest rate channel. Money
supply, on the other hand, appears to have a positive effect on DAX
30, which is not filtered through the interest rate channel. Thus, evi-
dence for Germany suggests that the interaction between fiscal policy
and interest rates is also important in explaining innovations in DAX
30. Finally, the US money supply affects interest rates, which in turn
negatively affects the stock market. Dow Jones does not appear to re-
ceive any direct influence from fiscal policy. Nevertheless, given that a
link between fiscal expenditure and money supply is established, we
argue that the interaction between fiscal and monetary policy variables
is also important in deciphering the US stock market developments.
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