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Summary
As investors are concerned with asset returns expressed in real terms, uncertainty about inflation is a potentially important source of risk. The issue whether asset returns contain risk premia to compensate for this type of risk is relevant for portfolio and risk managers. It is natural to investigate the impact of inflation risk on asset prices in an international context. Inflation risk may be at least partially diversifiable internationally. Moreover, theoretical models suggest a close link between inflation risk and exchange rate risk. However, the existing literature on international asset pricing assumes inflation rates to be constant. This paper provides an assessment of the validity of this assumption. In addition, we investigate whether inflation risk and nominal exchange rate risk are independent sources of risk. The finding that inflation risk is priced could have important consequences in light of the introduction of the euro in 1999. While nominal exchange rate fluctuations within the euro area have been brought to an end, differences in inflation rates between European countries may entail nontrivial inflation risk.


Using an estimation methodology that allows for time-variation in both the prices of risk and the covariances of asset returns with risk factors, we estimate and test an international asset pricing model including inflation risk factors. We use asset returns from Germany, France, Japan, the U.K., and the U.S. over the period 1975-1998. We find clear evidence in favor of the hypothesis that inflation risk is priced in international security returns. Inflation risk prices are highly significant, both jointly and for all four individual countries in the sample vis-à-vis Germany. The prices of inflation risk vary considerably over time and the hypothesis that the price of inflation risk is constant is rejected at any conventional significance level. As the prices of inflation and nominal exchange rate risk are significantly different, our results imply a rejection of the ICAPM. 


The impact of inflation risk on asset returns is also economically important. The magnitude of inflation risk premia is generally of the same order as nominal exchange rate risk premia. The average contribution of the aggregate inflation risk premium in equity returns (in absolute value) ranges from 26 basis points per month for Germany to more than 56 basis points for France. During some periods (notable the early 1980s) aggregate inflation risk premia assumed values that were considerably higher. Even the inflation risk associated with inflation differentials between the closely integrated economies of France and Germany is substantial. The mean absolute value of this risk premium amounts to 12 (35) basis points per month in German (French) equity returns over the period 1975-1998. These findings can be explained by the fact that even though variances of and covariances with inflation differentials are low compared to nominal exchange rates, the price of risk is significantly higher for the inflation risk component.


We examine the importance of EMU inflation risk after the introduction of the euro by extending our analysis to 2003. We show that inflation risk related to French-German inflation differential still has a considerable effect on expected security returns after 1999. Overall, these findings suggest that even when nominal exchange rates do not fluctuate, differences in inflation rates across countries may lead to non-zero risk premia. 

