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Goal and results

@ How can the empirical evidence that monetary policy affects asset
prices be explained?

@ (Not emphasized in paper but could be emphasized: can a model
without habits, long run risk or various frictions generate sizeable risk
premia?)

o Key result: portfolio inertia arising from heterogeneous fixed cost
makes marginal investor the one that adjusts and can generate
countercyclical and sizeable risk premia in response to shocks (both
monetary and real)
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Methodology (Firms)

@ Production economy. Fixed capital, no depreciation, exogenous labor.

@ Two aggregate shocks: monetary and real.

@ One period planning horizon simplifies firm problem: factors of
production earning marginal products

@ Problem can be solved directly for prices of capital from euler
equations

@ Volatility of returns will be volatility of productivity plus volatility of

price of capital (equation (6))
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Methodology (Households)

@ Heterogeneous ex ante: each household faces a different cost to
transfer funds from brokerage to checking account (7).

@ Checking account is for consumption purposes, with lagged labor
income being M;_;

PtCt = Mtf]_ -+ PtXt]-t(Xt ?é 0) -+ PtA(’)/)

e A(7) is a non-state contingent transfer of funds that is chosen ONCE
in t=0 by the household

@ Households that draw high costs will choose high A because they
want to minimize transaction cost

e SDF determined by (22)

U/[CA (St—i-l)]

m(5t+ ) = ;B U’[CA(St)]
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Reverse-Engineer the results

@ High equity premium with low risk free rate with CRRA equal to 2.

@ Where is equity premium coming from?

@ Table 1 means standard deviation of active types is 3.8 times
standard deviation of aggregate consumption

o CCAPM equity premium is approximately equal to 7y % 0, x . * 0 * Oac
when consumption growth is iid.

e Withy =20, =1 0,=0.18 and 05, = 0.034 we get 0.012.
Making the standard deviation of consumption growth 3.8 times
higher gives us the high equity premium

@ No risk free rate puzzle either because one does not rely on high risk
aversion to explain equity premium (although not clear whether
growth exists in the economy)
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Countercyclical risk from Technology and Monetary Policy

@ Positive Technology shock means ¢, adjusts a lot more because not
bound by cash in advance constraint as ¢;.. Higher consumption vol
of adjusters who follow PIH logic
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Countercyclical risk from Technology and Monetary Policy

@ Positive Technology shock means ¢, adjusts a lot more because not
bound by cash in advance constraint as ¢;.. Higher consumption vol
of adjusters who follow PIH logic

@ Increase in monetary growth means lower ¢; due to cash in advance,
and that means comparison utilities imply a higher fraction of
rebalancers, decreasing consumption vol of rebalancers and generating
a lower equity premium (if everyone rebalances back to RA model)
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Comments

@ Is this volatility consistent with the data?

e Vissing-Jorgensen (JPE, 2002): higher s.d. for stockholders is 0.041
vs 0.028 for non-stockholders for six months, multiply by v/2
assuming i.i.d. growth. Stockholders around 0.058. Relative to
aggregate consumption, this is around % = 1.53 is appropriate
magnitude.

@ Higher s.d. for richer stockholders but in model perfect risk sharing:
are only richer stockholders adjusting?

@ Reference to Parker - Vissing Jorgensen (2009) slightly misleading
because they compute different statistics
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Comments (cont'd)

Malloy, Moskowitz and Vissing-Jorgensen (JoF, 2009) find such response
for 16 quarters needing long run risk. Table 1 (reproduced below) in that
paper regresses consumption for different groups at horizon S on aggregate

consumption:

S= 1 4 8 16
Stockholder 0.68 1.21 157 212
Top Stockholder 0.70 1.56 2.14 2.88
Non-Stockholder 051 0.59 0.84 0.96
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Comments (cont'd)

Who are the active households?

@ Endogenous vs exogenous stock market participation literature.

e Exogenous: Saito (1995), Basak-Cuoco (1998), Guvenen (2009):
Limited stock market participation increases equity premium
substantially because fewer households bear risk

e Endogenous: Gomes and Michaelides (2008). Poorer households are
the non-stockholders. Limited participation matters for calibration
reasons (as in current paper) but whether poor households buy
equities or not does not have asset pricing impications

@ What matters is not the number of households bearing the risk but
their value-weighted contribution in terms of holding capital
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Comments (cont'd)

@ Here endogenous because size of adjustment is chosen but 7y is
exogenous. In particular, due to cash in advance constraint, difference
in money holdings (which determines consumption) determines
participation. So in my mind closer to the exogenous stock market
participation literature (a rich household might not adjust if it holds
low money balances)
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Comments (cont'd)

@ Here endogenous because size of adjustment is chosen but 7y is
exogenous. In particular, due to cash in advance constraint, difference
in money holdings (which determines consumption) determines
participation. So in my mind closer to the exogenous stock market
participation literature (a rich household might not adjust if it holds
low money balances)

@ What if the rebalancers are wealth weighted (eg the really rich
adjust)? Would the results continue to hold?
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Calibration

@ About 9% rebalance their portfolios each quarter and this is
“consistent with micro evidence from household finance literature”.
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Calibration

@ About 9% rebalance their portfolios each quarter and this is
“consistent with micro evidence from household finance literature”.

o Is 9% a small number?
@ 9% of 20% stockholders or 9% of universe of all households?

@ Might be good to find “fraction of rebalancers” (and ideally
value-weight them) in data

@ Are all households eventually stockholders at some point in the
model?
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Small Comments

@ In table 1, a column with data would be helpful, plus also the
correlation between consumption growth for active investors and the
stock market return plus also the actual volatility of returns (and
consumption growth rates for both groups)
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Small Comments

@ In table 1, a column with data would be helpful, plus also the
correlation between consumption growth for active investors and the
stock market return plus also the actual volatility of returns (and
consumption growth rates for both groups)

@ Relationship to Cole, Chen and Lustig (2009) paper?

@ Today's paper with Lochstoer and Kaltenbrunner (2010)

05/10 12 /13

Alex Michaelides Central Bank of Cyprus anc



Summary

@ Interesting paper
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