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Endogenous heteroscedasticity and predictability
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Setup of the economy

Agents have risk-sensitive preferences

Ui,t = (1−δ) logCi,t + δθ logEt exp
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}
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where θ = 1/(1− γ).

Preferences are defined over the consumption aggregate
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1−α and Cf ,t = (xf ,t )
1−α (yf ,t )

α

Consumption bias: α > 1/2.

Complete markets.

Endowments are i.i.d. homoscedastic

1 Two states: HL = {X = 103,Y = 100} and LH = {X = 100,Y = 103}
2 Introduce rare events
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Planner’s problem

Efficient allocations are the solution to the planner’s problem

choose {xh,t ,xf ,t ,yh,t ,yf ,t}+∞

t=0

to max Q = µhUh,0 + µf Uf ,0

s.t. xh,t + xf ,t = Xt

yh,t + yf ,t = Yt , ∀t ≥ 0

µh and µf correspond to an initial distribution of assets.

Notation: S = µh/µf .
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Et exp{Ui,t+1/θ} , ∀i ∈ {h, f}

Properties:

1 Volatility is high
2 Volatility is time-varying
3 Correlation is high
4 Correlation is time-varying
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Qualitative implications (cont’d)

3 Inverse relationship between

Volatility of exchange rate
Correlation of returns
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Concluding remarks

A two-countries model with:

complete markets

two goods

i.i.d. endowments

risk-sensitive preferences

1 generates

dynamic risk-sharing scheme
endogenously time varying second moments

2 replicates a number of international finance facts

3 introduce frictions and investments
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