Abstract:

In this paper, we ask whether central banks react systematically to stock price movements. In contrast to the results for the US, our empirical findings for the Deutsche Bundesbank, prior to the European Central Bank taking responsibility for monetary policy in 1999, show a generally weak relationship between German stock returns and short-term interest rates. The results are extremely robust to alternative model specifications. The evidence is inconsistent with the hypothesis of a systematic reaction of the Bundesbank to German stock prices. However, we do find that, as in the US, the Bundesbank may have reacted to the stock market crash of 1987 by loosening monetary policy.
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