Forecasting the Real Economy with Financial Variables



Introduction

This lecture consider the general problem of using financial
variables to predict the real economy.

Since, in theory, financial variables, such as stock prices, reflect
expectations “immediately”, one would think that financial
variables should be good in terms of predicting what happens in
the economy down the road.

Research using stock prices (or more generally asset prices) are
however not particularly successful. Stock and Watson (2003)
reviews much of this literature. It is not particularly optimistic,
essentially saying that some asset prices predict some of the time,
but there is instability in the predictive relation.

This lecture is not a survey of this literature, it is using it as a
starting point to run empirical exercises.

We introduce some financial variable, and investigate whether it
forecast “real” variables, such as output, inflation, employment,
etc.



We start by looking at whether stock returns predict output
(GDP).

Then we use stock volatility as an alternative predictive variable.
The particular example we look most at is the analysis in Naes,
Skjeltorp, and @degaard (2011) and Skjeltorp and @degaard
(2009).
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