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@ Epstein-Zin preferences: large elasticity of intertemporal
substitution.

@ Small, but highly persistent predictive component of
consumption growth.

Q Euler equations hold at monthly frequency.
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substitution.

@ Small, but highly persistent predictive component of
consumption growth.

Q Euler equations hold at monthly frequency.

This combination can explain:
o equity premium puzzle (Bansal and Yaron (2004))
o value premium (Kiku (2006))
@ exchange rates behavior (Colacito and Croce (2008))
Q ...
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@ Epstein-Zin preferences: large elasticity of intertemporal
substitution.

@ Small, but highly persistent predictive component of
consumption growth. v/

@ Euler equations hold at quarterly frequency. v/

This combination can explain:
o equity premium puzzle (Bansal and Yaron (2004))
o value premium (Kiku (2006))
@ exchange rates behavior (Colacito and Croce (2008))
Q ...
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Introduction Battle plan

Battle plan

@ The model
@ Pricing implications
@ Measuring long-run risks

@ Suggestions
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The model Setup

Setup of the economy

o Preferences d la Hansen and Sargent

£

el e=1\ e-1
U=(1-p)log (C,s +wS; € ) —l—BOlogE,exp{UtH}

0
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The model Setup

Setup of the economy

o Preferences d la Hansen and Sargent

£

el e=1\ e-1
U=(1-p)log (C,S +wS; € ) —l—BOlogE,exp{UtH}

0
o Budget constraint

PEC+piSi+af0C +a30F = (af +pCC) 6F + (4 +p5s:) 65

@ Consumption growth
Acei1 = Pe+ 0%+ O'CSIC_H

X =pX—1 +0" €
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o Preferences d la Hansen and Sargent

el e1\ 1 U
U,:(lfﬁ)log<C,S +w,S,€) +ﬁ610gEtexp{ tgl}

o Budget constraint

PEC+p3Si+q°6° +4765 = <q,c +p,CC;> 0C , + (qf +pfs,) 05,

@ Consumption growth
Acip1 = He+ 0% + 08/,

X =px_1+0E

o Expenditure share

—logoyy = *IOgPrCHCzH/(PzCHCrH +st+1st+1)
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o Preferences d la Hansen and Sargent

el e1\ 1 U
U,:(lfﬁ)log<C,S +w,S,€) +ﬁ610gEtexp{ tgl}

o Budget constraint

PEC+p3Si+q°6° +4765 = <q,c +p,CC;> 0C , + (qf +pfs,) 05,

@ Consumption growth
Acip1 = He+ 0% + 08/,

X =px_1+0E

o Expenditure share

—log g =1+ 0%x 1 +x1,  Pxip
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exp (U 0}

mey1 = 1Ogﬁ _ACI-H +10gE CXp{U_H/e}
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exp{U1/6}

My = log f —Acy +log W + A0+
1 1+
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The model Comparison

Comparison

Compare two economies:

@ Preference for housing services is shut down.

Q Preference for housing services is turned on.
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Pricing Results

Pricing results

@ Volatility of SDF’s

No Durables With Durables
o (myy1) 53.7802 53.7853
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o Volatility of SDF’s

No Durables With Durables
o(mei1) 53.7802 53.7853

o Equity premia

1 Period Limiting
R! R RP R! R’ R"
RU + housing 5.2780 7.1620 -5.8615 5.6000 7.4894 -6.4424
Rec. Ut. 5.2143  7.1017 -5.7907 5.5893 7.4854 -6.4614
P. Ut -0.0000 0.9801 0.1941 0.4011 0.7897 0.8834
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Estimation Proposed strategy

Estimating long-run risks
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Estimation Proposed strategy

Estimating long-run risks

o Estimate long-run risks from

—logoy = u%* + ¢%;

Xy = pxxt_l + E;C
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Estimation Proposed strategy

Estimating long-run risks

o Estimate long-run risks from

—logay, = 0.010 + ¢%x,
(0.004)

X = 0.926 Xr—1 + Sf
(0.027)
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Estimation Proposed strategy

Estimating long-run risks

o Estimate long-run risks from

—logay, = 0.010 + ¢%x,
(0.004)

X = 0.926 Xr—1 + Six
(0.027)

@ How does it compare to Bansal and Yaron’s calibration?

0.9263 = 0.975 ~ 0.979
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Estimation Consumption predictability

Can « predict consumption?
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Estimation Consumption predictability

Can « predict consumption?

o Predictive regression

Ac; = ¢°(—logay—1) +&f
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Estimation Consumption predictability

Can « predict consumption?

o Predictive regression

Ac; = 0.094 (—logoy_1) €
(0.038)
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Estimation Consumption predictability

Can « predict consumption?

o Predictive regression

Ac;= 0.094 (—logoy—y) +&f
(0.038)

@ How much are we explaining?

R?=4.7%
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Estimation Consumption predictability

Filtered long-run risks
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Concluding remarks
Suggestions

o Less theoretical implications of preference for housing
consumption

@ More empirical pricing tests using this estimated measure
of long-run risks
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