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® Important implications:

o Asset Pricing models

o Long-term Investing
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COVt[—M s /VAd] + COVt[M s N,d]
COVt[—/\/I7 NAd] =+ COVt[M, (Nr — N,b)] + Con[M, Nrb]
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Q

® Prior asset pricing models generate high E[R. — R¢| through:
o Covi[—M , Np,| (e.g., long-run risks model)
o Covt[M, (N,y — N,p)] (e.g., habit formation)

® However, if E[R. — Rp] < 0 holds:

o Covi[M, Np] drives equity premium
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® \ery interesting paper that provides a novel perspective on
key asset pricing stylized facts
* E[R. — Ry]~ 0 (or even < 0)
® G[R.] — o[Rp] = 0 (or even < 0)
® |t would be useful to:
o Formalize the potential explanations for the empirical results

o Dig deeper into the implications to asset pricing models

e Good luck!
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Return Components (Derivation)

n (n—1 n
$R§+1:'Dt+1 )/P()

(where P{®) = CF, is the asset nominal cash flow)

$rt+1 = Pgill) Pgn) = PCf;(L Y PCft(n) + Acfria
(where pcf; = log(P:/CF:))

rif—?—)l $r t+1 — ATy = PCft(:;l) — pcf” + Achiiy — Amei

(where Am; = log(M¢41/M:) is the growth in an inflation index)

- (n) L) ()
® |terating pcf;"’ forward and using r; ' = pcf, + Acf; — Amy:

7Y = (Be — Eee1) [T Achij — Ameys] — (Ee — Eei) {):" L ,)}

j=0 T4 j
® Dividend strips: Acf;11 = /og(DfH/Df) = Adit1 + AT

® Nominal Bond strips: Acfi11 = log(1/1) =0
® Real Bond strips: Acfiy1 = log(Myy1/Ny) = Ameys
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