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Abstract

In today’s economic world of stocks, bonds, and mattresses for investing or hiding one’s
hard-earned money, an investor is faced with the difficult decisions of where and in what
amount to entrust his assets. In order to better understand how investors make such deci-
sions, many economists focus their research on discerning the appropriate utility function,
which encapsulates the driving forces for decision-making. Campbell and Cochrane [?] pro-
posed a consumption-based model of stock price motion that employs external habit as the
motivator in investor decision-making. The current versions of and analysis based on the
Campbell and Cochrane [?] external habit model assume the risk-free interest rate to be
constant or linear. Neither of these assumptions is consistent with the statistical data. In
addition, a linear risk-free rate eventually leads to a negative interest rate which would lead
to unlimited borrowing. If this model is to be used to describe the economy, then a new
risk-free rate must be incorporated successfully. A logistic risk-free rate is introduced which
leads to a non-negative and bounded interest rate. Consequently, the logistic interest rate
model better describes the behavior of the economy. The mathematical analysis is based on
the method used in Chen, Cosimano, and Himonas [?] but this time an appropriate logistic-
form equation for the risk-free rate is employed. The other properties of the Campbell and
Cochrane model are not affected in a significant way. In particular, the equity premium and
Sharpe ratio have the same properties.
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1 An Introduction

1.1 Pricing Assets

In today’s economic world of stocks, bonds, and mattresses for investing or hiding one’s
hard-earned money, an investor is faced with the difficult decisions of where and in what
amount to entrust his assets. In order to make these decisions, the investor must find a
way to calculate the value of the earnings that a particular investment would offer. By
making this calculation, the investor can then determine the price he is willing to pay for
that particular investment. In short, the price of an asset p is what an investor expects the
payoff in the future x to be, discounted slightly to account for the time the money could
have been available to the investor. (We humans are naturally impatient creatures.) Written

mathematically, this is
p= Elmal, (1.1)

where E is the expectation operator, a mathematical function to deal with an investor’s
expectations about the future. m is the stochastic discount factor and is a multiplier that
includes an accounting for the time discount we mentioned above. Let’s consider the simple
case of an asset over two periods. If we are at time ¢, then the payoff for holding a stock at
time t 4 1 is the price of that stock along with any dividends payed out:

Tip1 = Pip1 + dpgr.

Now in order to make sense of this and any payoff, we need to determine what its “worth”
is to an investor. To do this, we define a utility function, a function that captures the
“happiness” level of an investor related to the level of consumption he has. Economists
insist that the utility function be increasing and concave. These demands reflect first the
investor’s ever-present desire for more happiness and second the notion of decreasing marginal
utility — that the next bite adds less to one’s utility, or happiness, than the last one did. A
simple utility function is defined as a function of present and future levels of consumption:
how an investor feels is related both to his immediate happiness from consumption and
the time-discounted happiness from consumption that he expects to have in the future. In
mathematical language, this becomes

Uler, cern) = uler) + BE[u(ci)]-

Here U is the total utility of the investor of this period and the next, whereas u is the
immediate utility of the investor as a function of consumption ¢; at any time ¢t. Also, ( is
taken from [0, 1), so that in the aggregate utility, utility to be gained tomorrow means less
to an investor than utility gained today. We again make use of the expectation operator
E;. However, note the subscript t: this is to be more specific about when our expectations
are made. If we consider a quantity determined at time t — 1 or ¢, say f;_; or f;, then our
expectation at time t of that value is really just the value itself.

Ei[fia] = fior, Bl fi] = fi-



Thus, with the subscript ¢ we account for when the investor makes his expectation. For any
time s < t, the quantity ¢,, whatever it measures, is already known. Therefore we have

Eilgs] = gs.

In order to price an asset, we give an investor the opportunity to buy as much as he wants.
How does he decide how much to buy? An investor seeks to maximize his utility (wouldn’t
you?), so he must choose the amount A that he will buy to achieve this maximization:

max (u(ct) + ﬁEt[u(ctH)]).

Moreover, he knows something about his consumption now and in the future in light of his
purchasing decision:

Ct :Ct_A'pt (12)
ciy1 = Cpp1 + 41 - A, (1.3)

where we notate present and future consumption levels indicative of buying none of the
asset as C; and Cy ;. Consider these our “original state” consumption levels. In other
words, today the investor gives up A - p; units of consumption in exchange for x;,; - A units
of consumption in the future. Substituting these equations into our maximization equation,
we have

HljgiX (u(C’t —A- pt) + ﬁEt[u(CtH + Tty A)])

Since we are dealing with an optimization problem, we take the derivative of the expression
u(Cy — A-py) + BEu(Cyi1 + 441 - A)] with respect to A and set it equal to zero.

0

—ptul(ct —A-p)+ ﬁEt[xt+1u’(Ct+1 + 41 - A)]

petd (¢r) = BE [zt (cegr)]. (1.4)

We can solve this equation for p, by dividing by u/(¢;), and since our expectations are taken
at time ¢, we can treat u'(¢;) as a constant.

pr = BE; [%xt—i—l} . (1.5)

We can conclude that an investor will buy A so that the condition (1.4) holds. In fact, (1.4)
makes plenty of sense: on the left side, we have the amount the investor gives up for the very
next bit of the payoff, while the right side is the time-discounted expectation of the gain he
will have from the purchase of the very next bit of payoff. In equilibrium, these amounts
will be equal, for if they aren’t, then the investor would buy more or less to make them so.
From (1.5), we see that our stochastic discount factor m in our original pricing equation
(1.1) becomes
u'(cri1)
w(c)

m=( (1.6)
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Above we analyzed a two-period asset pricing situation. But what about more realistic
situations in which we care about more than just the next period? We can suppose that
an investor is considering purchasing not just a next-term payoff x,.; but a payoff stream
{7445152, If we were to follow the same method as above, we arrive at the pricing equation

o) ’ o0
' (Cpy g
P = Ey Zﬁ] (, t+])xt+j = FE; th,t—&-jxt—&-j' (1-7)
— () —

J= J=
Though this pricing equation and the equivalent two-period model above are both in discrete
time, continuous-time models can be derived as well.

1.2 Mathematical Foundation

From a mathematical standpoint, there are many indispensible points of interest, especially
concerning the existence and uniqueness of any solution we might be trying to find from a
model. Below we will address this abstract mathematical character of the problem facing
investors. This discussion will be deterministic, but stochastic factors can be added at the
expense of complicating the analysis. The analysis we give will very closely follow the work
by Daron Acemoglu in his book Introduction to Modern Economic Growth [?]. (This book
is critical in understanding the theory behind the economic problem we are considering.)

At the beginning of the economic story is a maximization problem, not unlike our treat-
ment of the pricing equation above. Let us first define the functions that play key roles in
this story.

x(t) € X c R

is the state variable as a function of time. z(t) gives K, descriptors of the current economic
situation facing our investor at time ¢.

y(t) €Y C RF

is the control variable as a function of time. Like x(t), y(t) gives the K, decisions that our
investor makes based on his knowledge of x(t). We take K, K, > 1. In fact, we require that

y(t) € G(t, =(1)),

where
G:7Z, xX =Y.

By this we mean to capture the notion that y(¢) can be chosen from a set of possible choices
as constrained by the current economic status x(t). Moreover, we write

et +1) = f(t,x(t),y(1))

to describe the (discrete) motion of the state x as a function of the previous state and the
decisions made by the investor in that previous state. Finally, we define a payoff function

U:Zy xXxY —=R



Given a time ¢, a state x(t), and a decision in response to that state y(t), we have a numerical
value U (¢, x(t), y(t)) describing our reward. Finally, we take z(0), our initial state, as a given.
With these functions, we state our investor’s goal:

sup Yy BU(t x(t),y(t)). (1.8)
{=(®)y(M)}20 T=0

This equation requires a good explanation, and we will try to provide one here. The sum
Yoo BU(t, x(t),y(t)) is called the objective function and represents the aggregate reward
that an investor accrues from time ¢ = 0 to infinity, the end of his life. The factors ! are
to account for the investor’s impatience. We take 5 € [0,1) so that for every term where
t # 0, the reward from that period is discounted. For the investor, later rewards count less
toward his total reward than does today’s reward. The investor’s goal is to find the sequence
of control decisions y(t) and the related states x(t), {z(t),y(t)}2,, so that the aggregate
reward is maximal. Economists often use a change of variables that makes x(t) the state
variable and z(t + 1) the control variable at time ¢. Moreover, the reward functions we will
discuss in this paper are all stationary, in that they do not explicitly depend on time ¢, and
are thus time-independent. For that reason, we will state the abstract problem facing an
investor in stationary terms.

Problem 1. Investor’s Problem.
VH(x(0)) = sup Y BU(x(t),x(t+1)), (1.9)
{2320 =0
where we have
z(t+1) € G(x(t)) for allt >0

and with given x(0).

0B, G, and U are as defined above, but without the time variable t. Moreover, we introduce
the value function V* : R — R. If an investor starts with initial state z(0), V*(x(0)) gives him
the supremum (or maximum, if it can be attained) of his lifetime aggregate reward. To solve
this problem for an investor, we have two goals: to find the maximizing plan {z(t)}>, € X
and to describe V*(z(0)). As one might imagine, finding an infinite maximizing sequence
could be a seemingly impossible task. However, if we were able to convert our problem from
the search for a sequence to the search for a functional equation such that for an input of
a state x(t) it gives an output of a control z(t 4 1), then we might be able to utilize many
powerful tools of functional analysis to find such a function. Assuming that we can indeed
make this conversion, and that the solutions to both the original problem and the conversion
are equivalent and in one-to-one correspondence, the converted problem would be as below.

Problem 2. Conversion of Investor’s Problem - The Bellman Equation.

V(z) = sup (U(z,y)+ BV (y)) (1.10)

y€G(z)

forallx € X.



(This formulation of the investor’s problem is the most ciritical to this thesis. Although
we do not present the preceding work here, we state the stochastic (non-deterministic) version
of this formulation.

Problem 3. Stochastic Version of the Bellman Equation.

Viz,z) = sup {U(z,y,2)+ E[V(y, 2|} (1.11)

yeG(z,z)
forallz e X and z € Z

Here z is a stochastic variable.)

Note that V* from (1.9) is distinct from V of (1.10). V* is an optimization given z(0) over
the possible sequences {z(t)}:°, of the sum of all discounted rewards, summed discretely. In
contrast, V' is an optimization over feasible controls of the sum of immediate reward U(z)
and discounted future value 5V (y). In this new statement of the problem, which is called the
Bellman equation, the goal is to find a time invariant “policy” function so that, given any
state x € X we know the optimal control y € G(z). An important economic characteristic
to this statement of the problem is the recursive nature of the argument U(z,y) + SV (y).
Again, that U(z,y) is the reward garnered for the present state x and the investor’s response
to it y, and SV (y) is the future rewards for the decision made in view of the present state,
which in turn has U imbedded in it.

In the statement of both versions of the investor’s problem, we need to deal with the
existence and nature of solutions. What is more, above we mentioned the hope that the
two versions of the investor’s problem are mathematically equivalent, and this too needs
mathematical proof. In order to prove anything about these versions, we will need to make
several assumptions about the functions and spaces involved. We first define the notion of
feasible plans. If an investor has a state vector x(t), we are concerned with the set of plans
that remain possible for him as a result of those decisons. Thus, we define

O(z(t)) = {{z(s)}o2,|x(s + 1) € G(x(s)) for s > t}. (1.12)

Assumption 1. G(x) is nonempty for each x € X, and for any initial state x(0) € X and
any feasible plan x € ®(x(0)), limy—oo D o BU(x(t), x(t + 1)) exists and is finite.

In other words, given a state we assume that the set of possible controls is never empty
and that, given a feasible plan and an initial state, the limit of the partial sums of the
rewards both exists and is finite.

Assumption 2. X C R%= s compact, G is nonempty-valued, compact-valued, and contin-
uous. Also, U : Xg — R is continuous, where Xg = {(x,y) e X x Y|y e G(x)} C X X Y.

These assumptions are very natural in light of the conversion to a functional analysis
problem in (1.10). Moreover, since X is compact and G(z) is continuous and compact-
valued, Xq is also compact. Finally, we know that the image of a compact space under a
continuous function is bounded. Thus, U(X) is bounded as well.
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Assumption 3. U is concave, and G is convex.

In other words, if we have an o« € (0,1) and two points (x1,41), (2, y2) € X, then we
have
Ulary + (1 — a)rg, ayr + (1 — a)yz) > aU(z1,y1) + (1 — @)U(x2, y2),

where equality is reached only if (x1,y1) = (22, y2). Moreover, given « € [0, 1] and xy, x5 and
y1 € G(71),y2 € G(x2), then

ay; + (1 — a@)ys € Glaz; + (1 — a)xs).

Assumption 4. Given y € X, U(-,y) is strictly increasing in x and G is monotonic: if
x < ', then G(z) C G(2').

Here we require that U be increasing in the state variables, or that an investor prefers
more to less in his initial situation. Also, given a better state, the control options available
are also broader than otherwise. Both of these assumptions seem to fit our common sense.
Finally, we make a strong assumption about the nature of U.

Assumption 5. U s continuously differentiable on the interior of Xq.

The above assumption states that in the interior of the set where U makes sense, which
is X, we require it to have as many derivatives as we wish.

As a result of the several assumptions we have made above, we can prove a few very
important statements about solutions to (1.9), (1.10), and the relationship between them.

Theorem 1. (Equivalence of Values) Given Assumption 1, we have that for any x € X, a
solution V*(x) to (1.9) is also a solution to (1.10). Conversely, we have that a solution V (x)
to (1.10) is also a solution to (1.9). Combining these results, we conclude that V*(z) =V (x)
for each x € X.

This theorem thus uses Assumption 1 to show that the optimal values reached in (1.9)
and (1.10) are indeed the same.

Theorem 2. (Principle of Optimality) Assume Assumption 1 holds. Then let z* €
®(x(0)) be a feasible plan that is optimal in that it achieves V*(x(0)) of (1.10). We then
have

V*(x(t) =U(x*(t),2"(t + 1)) + SV (" (t + 1)) (1.13)

fort >0 and *(0) = x(0). Also, if any other y* € ®(x(0)) satisfies (1.13), then it optimizes
(1.9) as well.

The Principle of Optimality is the great result of our efforts. It states that we can
take an optimizing sequence z* and write the rewards from it in the form of a sum of
today’s reward U(x*(t),u*(t + 1)) and the discounted future reward SV*(z*(t + 1)). From
the Equivalence of Values we know that V* =V so (1.13) implies (1.10). Morevoer, the
latter part of the theorem guarantees that we won’t miss any solutions in converting from
the sequence-based problem to the policy function problem, and vice versa.
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Theorem 3. (Existence of Solutions) If we take Assumptions 1 and 2 to be true, then
there exists a unique, continuous, and bounded V : X — R satisfying (1.10). Moreover, for
a any x(0) € X, there exists a feasible plan x* € ®(z(0)) that optimizes V.

Note that, as yet, the Existence of Solutions will give us a unique value function V'
and the existence, but not uniqueness, of optimizing plans.

Theorem 4. (Concavity of the Value Function) If Assumptions 1, 2, and 3 hold, then
V' from the Existence of Solutions is strictly concave.

As a consequence of this strict concavity, we have the following corollary.

Corollary 1. If we take Assumptions 1, 2, and 3 to be true, then there exists a unique
optimal plan z* € ®(x(0)) for any x(0) € X. Moreover, there exists a continuous policy
function m: X — X so that w(x*(t)) = 2*(t + 1).

Theorem 5. (Monotonicity of the Value Function) If Assumptions 1, 2, and 4 hold,
and V : X — R is the unique solution to the Bellman equation (1.10), then V is strictly
INCTeasing.

The next theorem will give us the tools to use V' in obtaining optimization results.

Theorem 6. (Differentiability of the Value Function) Let Assumptions 1, 2, 3, and
5 hold, and take m : X — X be the continuous policy function from the Corollary above.
Consider x € IntX and w(x) € G(x). Then V is differentiable at x and

DV (z) = D,U(x,m(x)). (1.14)

Notice that without this theorem, the inherent problem with considering derivatives of
V' is the internally recursive nature of (1.10): since the expression for V' contains V' as well,
differentiating is not a straightforward endeavor.

The above theorems have given a firm mathematical foundation to the fundamental
formulation of a discrete-time, non-stochastic economic optimization problem . With the
right assumptions, we know that given initial data z(0), any solution to (1.9) is also a
solution to the Bellman equation (1.10) and vice versa. Working with the Bellman equation
allows us to use many powerful tools of functional analysis. Next, we know that sequential
solutions to (1.9) also satisfy the Bellman equation. Importantly, we have a unique value
function satisfying the Bellman equation (1.10) and for initial state z(0) we are guaranteed to
have an optimizing plan x. Because of the concavity of the value function, we also have that
this optimizing plan is unique to the initial state. With these results in hand, we know that
we can find unique optimizing plans for each given initial state. This tells us that the skeleton
of the economic optimization problem, which must be formulated as in (1.9) and makes only
the assumptions that the reward function U be concave and continuously differentiable on a
domain, does make sense mathematically and has unique solutions. However, we need two
more equations to fully characterize solutions to (1.9) and (1.10); we know solutions exist



and are unique, but if we have a given plan x, we as yet cannot be certain that it is indeed
a solution.
If we begin with the Bellman equation

V() = s (UGy)+ 0V ().

we know that given Assumptions 1 - 5, V' is strictly concave and continuously differentiable
(see Theorems 4 and 6). Thus, we can discuss the problem using basic calculus tools: the
global maximum of a strictly concave function is located where the derivative is zero. In fact,
it turns out this description is both necessary and sufficient. Writing this mathematically,
we have

DyU(z,y") + BDV(y") =0, (1.15)

where y* is the optimizing control and D is the gradient operator. (1.15) is called the Euler
equation. Now although this condition is necessary and sufficient for an optimizing decision,
we again run across the complication from the recursive nature of V. Since V is determined
recursively as we discussed with the Bellman equation (1.10), we are as yet unable to solve
for the optimal control y* using (1.15).

From Theorem 6, we have that

DV (z) = D, U(z,y").

We recall that by Corollary 1 we can write y* as m(z), where 7 is the continuous policy
function. Using this notation and the above equation, we can rewrite the Euler equation as

D,U(z,n(x))+ BD,U(m(x), m(m(x))) = 0. (1.16)

If we consider the one-dimensional case, we can explain using economic intuition. When
x and y are real numbers, we have

oU (x,y*)

or o (2. ")
T,y _ 1( %
a—y = -BV'(y").

This means that the marginal utility from increasing the investor’s utility today must be
in balance with the loss to discounted marginal future value. But this explanation sits well
with a basic understanding of economics. An investor will consume today up to the point
where his marginal change in utility today exactly balances what he expects he is losing in
a discounted sense in the future.

Our work above led us to (1.16), which is completely in terms of the policy function = and
characterizes this as-yet unknown function. However, we still need one more condition to
characterize fully any solutions, especially in infinite-dimensional problems. The Transver-
sality Condition is this final condition, and it states that the (inner) product of the marginal
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return from the state variable and the state variable itself not grow faster than or equal to
%. Mathematically, we write

tlirgo B'DU (z*(t), z*(t + 1)) - 2*(t) = 0. (1.17)

Another way to describe the transversality condition is to say that at any time ¢t an investor
only has a finite utility, regardless of the state . Thus, the Transversality Condition means
to avoid any situation where minute beneficial adjustments to the (infinite) controls would
lead to undefined utility levels. If we are considering a case where the control variable is
finite-dimensional, then the Euler equation is enough to guarantee finite marginal gains to
utility.

The next theorem finally gives us a complete characterization of an optimal plan x* to
our original problem (1.9).

Theorem 7. (Euler Equation and the Transversality Condition) We assume that
Assumptions 1 - 5 all hold. Morevoer, we assume that X C Rf. Then an interior sequence
{z*(t)}2, is optimizing for (1.9) if and only if it satisfies both the Euler equation and the
Transversality Condition.

Again, we emphasize that the stochastic analog of this theory can be found in Acemoglu’s
text [?]. It is this non-deterministic analysis that truly provides the basis for our research in
this paper.

1.3 Equity Premium Puzzle

Now that we have shown the fundamental economic problem (1.9) to be mathematically
sensical and have fully characterized any abstract solutions to it, we can begin with modeling
efforts. Since the theorems above only relied on characteristics of, among other things, the
reward function U but not their functional form, the real efforts of economists to model the
market is done in their choice for the utility function. The only limits for this choice are
that the function be increasing but at a decreasing rate; this is to account for diminishing
marginal returns, or the notion that although each next house, or car, or cookie, makes me
“happier” than I was before, the next house I get will add less to my happiness than the
one before it did. With the help of very basic mathematical tools, we have constructed an
understanding of how assets are priced. But of what interest are these types of conclusions?
In fact, these conclusions and related data are at the very heart of the most interesting
finance research and modeling: the Equity Premium Puzzle. Before describing this puzzle
in detail, we first introduce the notion of return and discuss the Sharpe ratio, an important
indicator for stocks. The gross return on an asset is defined as the ratio of the next period’s
payout to this period’s price:
Tt+1

Ry = .

Pt

The gross return on an asset indicates to an investor the percent of his investment he gets
back. If R;,; < 1, then the investor is losing money; if R;;; = 1, the investor is getting just



his investment back; and if R;;; > 1, the investor is making money. With return defined,
we can now discuss an extremely important measurement: the Sharpe ratio.

E(R) - R’
o B(R)-F

i (1.18)

In (1.18), R’ is the risk-free rate of return, or more specifically the return on an investment
that has zero inherent risk (think here of the rate on a U.S. Treasury bill); R’ is the return
on an asset; E(R') — R is called the excess return, or the expected return of an asset over
and above the risk-free rate of return; and o(R' — R/) is the standard deviation of the excess
return of an asset. The idea behind the Sharpe ratio is to scale expected excess returns
by the variability of that expectation. This is clearer through example. If we consider a
stock with a high return, say 10, yet comparably high (or higher) standard deviation on that
return, say 13, then the Sharpe ratio will be low: S = 10/13 = .77. What’s more, if a stock
has a low expected return, say 5, and high standard deviation on its return, say 13 again,
then the Sharpe ratio will be much lower: S = 5/13 = .38. Finally, if a stock has a high
expected return, say 10, and a low standard deviation on the return, say 5, then the Sharpe
ratio is quite high: S = 10/5 = 2. These examples give us a certain feeling about stocks and
their Sharpe ratios. A high Sharpe ratio indicates a desirable stock since the excess return
is high relative to the standard deviation on it: an investor can expect a solid return with
not much (relative) variation on it. In contrast, a low Sharpe ratio indicates a low excess
return relative to the standard deviation on it, indicating a less desirable stock: the investor
expects a smaller return with more (relative) variability of that return.

In modeling stock motion, economists have calculated the average Sharpe ratio for stocks
over the last 50 or so years. Average annual stock returns have been 9% with a standard
deviation of 16%, whereas returns on Treasury bills have been 1% annually. These data lead
to a Sharpe ratio of .5 annually, and this number has been economically reliable over the
post-World War II period.

In trying to model the economy, economists have encountered problems. To understand
these problems, we must briefly examine previous modeling efforts. The root of any model
is the choice of utility function. As we discussed above, the only conditions on a utility
function are that it be increasing (v’ > 0) and concave (u” < 0). The simplest functional
form that achieves these conditions is

1
|
where v > 1 and we add the factor ﬁ to simplify the first derivative. In this utility form,

~v is actually a measure of risk-aversion. To understand the problem using this model, we go
back to our simplest pricing equation (1.1). Dividing both sides by p, we have

u(cy) = a7, (1.19)

1:E%£}
p

or in other words

x
1=F, [th :—1] = Et[mt+1Rt]
¢
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for any payout x. Now let’s consider a riskless bond with price p = 1. Pulling out the rate
of return R{ , We see

1
] = Ey[mya].
From (1.6) we see that
Coyr1\ 7
U 5(;—“) ,
¢

so we have ) )
Cty1\ "~
ar=Ee ()
Rtf t ﬁ cr

In a lecture titled “Asset Pricing Theory and the Equity Premium” [?], John Cochrane
provides a great explanation why this model fails. He first provides two important formulas.
Using the above utility function, we have

E(Riy1 — RY) = yeov(Aciqy, Rigr) (1.20)
1
Rf ~1+ ) + ")/E(ACH_1) — 5’}/(")/ — 1)0’2(A0t+1). (121)

Note that our first equation is for excess return, the numerator of the Sharpe ratio. Acsyq is
called consumption growth and is a random variable. Cochrane also provides data for these
quantities.

Annual data 1948 - 2002 in percents
E(Ac) o(Ac) E(R—R') o(R) E(R') corr(Ac,R) cov(Ac, R)
1.31 1.93 7.21 18.0  0.39 0.39 0.135

Using this data, we can solve for a value of v, the level of risk-aversion.

E(Rt_H — Rf) ~ ’}/COU(ACt_._l, Rt+1)
7.21 =~ x 0.135
v = 53. (1.22)

This v is way too big to actually describe our economy. To see why this is, let’s consider a
series of 50/50 bets. We focus on an investor with annual consumption at $30K. Using the
equation

amount willing to pay to avoid bet size of bet

= , 1.23
size of bet Pyconsumption ( )

Cochrane computes the following table, which catalogues the amount this investor is willing
to pay to avoid taking the bet in question.

Risk aversion v
Bet 2 10 50 100
$10 | $0.00 $0.01  $0.05  $0.10
$100 | $0.20 $1.00 $4.99 $9.94
$1,000 | $20 $99 $435  $665
$10,000 | $2,000 $6,921 $9,430 $9,718
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Note that for v = 50, the investor is willing to pay $9,430 to avoid a $10,000 bet. That
makes no sense! Our reasons for dismissing such high v are in fact two-fold. Even if we allow
these results concerning the risk premia to stand for our high ~, this v causes wild results
in the interest rate. Going back to the second equation we listed above, we have

1
RN =146 +vE(Acy) — 57(7 —1)0*(Acsa)

1
~1+0+533 x 0.0131 — 53 x 52 x 0.0193°
=146+ 0.18. (1.24)

We can interpret these results in either of two ways, both of which are absurd. First, since
E(R?) = 0.0039, we can conclude that 6 = —18%. This would mean that an investor prefers
the future by a factor of 18% to the present and that people are amazingly patient, even by
Neville Chamberlain’s standards. This conclusion is completely contrary to our most basic
notions of economics. Second, if we take d to be a more realistic number (positive, for one
thing), then this model would be predicting interest rates of 18+ + inflation = 25%. This
is also ridiculous, especially in light of the data we have concerning the mean risk-free rate
over the last 50 years.

So we can conclude that the utility function (1.19) cannot be used to describe accurately
the motion of stock prices. In light of this, economists have tried to design other utility
functions. Some economists have chosen to use not only the control variable ¢; but also
the state variable x; in their formulations. These efforts have led to interesting and rather
successful models. We focus on one of these efforts in the next section.

1.4 Campbell and Cochrane’s Attempt

In their attempt to model empirical data, Campbell and Cochrane (CC) in “By Force of
Habit: A Consumption-Based Explanation of Aggregate Stock Market Behavior” [?] truly
engage in economic revolution. Although the idea of habit as a major factor in individual
utility is not unique to CC, in this paper CC claim to be successful in implementing habit
into their model so that important economical data points are achieved.

CC’s revolutionary contribution is the surplus consumption ratio

_ G- X,

Sy or
t

(1.25)
where C}' is the average consumption of individuals in the economy and X, is the habitual
level of consumption. CC argue that, rather than absolute levels of consumption, consump-
tion relative to recent experiences is a truer indicator of how an individual feels. In their
paper, CC point out that this provides a plausible explanation for the general fear of a reces-
sion: even if the loss to absolute consumption is small, the general response is very negative
because the new consumption level is low relative to the recently incurred habitual level. In
the surplus consumption ratio, habit X; is externally determined, meaning that a represen-
tative individual has no effect on its determination. Moreover, in the case of equilibrium,

12



each individual will choose the same level of consumption, so in (1.25) we drop the “average”
and have o _x

g =t -t 1.26

=2 (1.26)

CC also make the assumption that C; > X;. So we have that S; > 0, and consumption very

close to habit is a worst-case scenario. To ensure this, they define the motion of .S; in terms
of its logarithm, s, = InS;:

ste1 = (1 = )5 + s + A(se)(ce1 — ¢ — g), (1.27)
where ¢; = InC} and g, ¢, 5 are all parameters. Furthermore, we have that
Aciy1 =1 — G = g+ Vg, (1.28)

with 7,4, a normally distributed random variable with mean 0 and variance 0. The research
in this paper will focus on the functional form of A(s;) in (1.27), called the sensitivity function.
A(s¢) is defined in order to scale shocks to surplus consumption. Since ¢;11 — ¢ — g = Vqq
is a random variable, the sensitivity function is meant to scale these random shocks in the
following way: when times are good and there is high surplus consumption, we want the
effect of random shocks to be low. In good times, we care less about random economical
shocks. In contrast, when times are bad and surplus consumption is low, random shocks
ought to factor heavily into our future surplus consumption. In bad times, any economical
shock, be it positive or negative, will have a large impact on our utility.

The surplus consumption ratio is meant to provide a better gauge for how an individual
feels than pure consumption alone. CC claim that a representative investor feels happier
when his consumption is high relative to “habit,” or the typical consumption level. In this
model, identical individuals seek to maximize the function

— (G = X)) =1
E) 6 = : (1.29)
t=0

where 0 is the temporal discount factor and v is a parameter. The utility function for this
model is
(Cy — X))V =1
1—7 '
In fact, an open question that will not be addressed in this paper is whether any other
utility functions utilizing the surplus consumption ratio will yield similar or better modeling
results. Though CC employed the revolutionary notion of habit influencing the perception
about consumption in a particular way in their utility function, it stands to reason that there
may be other ways to incorporate this idea mathematically. Setting this question aside and
focusing on CC’s utility function, we have marginal utility

U(Ct, Xt> =

(1.30)

UC(Ct, Xt) = (Ct — Xt)_,y = St—’YOt—"/ = (StC't)_W. (131)

13



Our stochastic discount factor is thus

UC<Ct+1>Xt+1) —5 (StJrl Ct+1)ﬂf

M, ., =
w1 =0 6 X)) S, G,

(1.32)

CC began with the presumption that the risk-free rate is constant. They also assumed
that habitual consumption X; is predetermined at and near the steady-state level. From
these assumptions they were able to solve for a functional form for A\. We find relation
between A(s;) and ry,yq through the stochastic Euler equation Ej[M;;1R;1q] = 1. This
leads us to

i1 = In(1/ B[ M;14])
2 2

= —Ind + 79 +7(1 = §)(5 = s0) = - (L+A(s0))™ (1.33)

Later, Jessica Wachter [?] made the generalization that the risk-free rate ought to be linear
rather than constant. The sensitivity function that resulted from this model is

\/1-2(s—3) . o 1-32
A(S—S):{—_l 1f8<S+T

S - (1.34)
0 if s > 5+ 152,
where InS = 5 is the steady-state log surplus consumption ratio. The results using this
slightly updated model had several unwanted properties. First, their resulting risk-free rate
was (of course) linear with a (very small) positive slope. Thus, at some point the risk-
free rate would become negative, creating an arbitrage situation. Second, their sensitivity
function went to infinity as s, — —oo and also became negative for some §;. In the case of
negative A(s;), CC redefined A(s;) to be 0 for all s; larger than this §;. Thus, the sensitivity
function went off to infinity and has a corner, and so is not smooth.

1.5 The CCH Attempt

Chen, Cosimano, and Himonas (CCH) have spent much time addressing the Campbell-
Cochrane model from an analytic point-of-view. In [?] CCH used the sensitivity function of
CC in their analysis. (In fact, this thesis will model very closely [?] in the analysis of proposed
changes to the sensitivity function and the risk-free rate.) However, in later discussions they
considered an alternative equation in an attempt at resolving these several difficulties in
constructing his sensitivity function. CCH decided the form for the sensitivity function and
solved back to the risk-free rate, as opposed to CC’s method of choosing the risk-free rate
and then solving for A\. In communication, CCH listed several necessary properties for the
sensitivity function that come from the assumptions made by CC [7].

L X0)=5—-1>0,

2. N(0) == <0,
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3. M(0) = =t <0, and

4. lims 0 A(s) = 0.

The constant S comes from CC’s work, and since their two expressions for it are intrinsically
linked to either a constant or a linear risk-free rate, we must rederive an expression for this
constant. In CC [?] we find the following relationship:

E(R)— R'

o o(R" — Rf)

~ o (1 + A(sp)). (1.35)

Later in this paper, we will be working in short-term interest structure, so we use the monthly

Sharpe ratio (S = .5 X % = 0.144) instead of the annual Sharpe ratio (S = 0.5). So we

then have from above ]
0.144 = yo (1 + A(s)) = 1%

where the second equality follows from the first condition listed by CCH. Solving for S, we

have
Yo

S = : 1.
o 0.144 (1.36)
Moreover, CCH chose the logistic functional form for the sensitivity function:
B
AMs)=A— ———
() 14 CeDs’

where A, B,C, D > 0. Using the characteristics above, CCH derived the following sensitivity
function.

(1-S5)(3-29)

A= S(2-5+e5)

(1.37)

CCH’s sensitivity function did solve the problem of infinite values that CC’s sensitivity
function had, yet the risk-free rate that resulted from their work had even more problems
than before. This new risk-free rate runs off to infinity when s — —oo and negative infinity
when s — oco. In the graphs below, we compare the work of CC and CCH with both the
risk-free rate and the sensitivity function.

Figure 1 displays the CC monthly risk-free rate as a bold line and the CCH monthly
risk-free rate as a dashed line, both centered on 0. The parameter values are v = 2.001,
¢ = 0.9896, b = 0, 7 = 0.00783, o, = 0.005514, =z = 0.00157, ¢ = 0.00323, p, = 219.60,
pr = 111.173, and S = 0.04483. The z-axis gives the log surplus consumption ratio on the
support [—1500, 1500] = [—0.8271,0.8271]. The y-axis records the CC monthly risk-free rate
as a bold line and the CCH monthly risk-free rate as a dashed line, both centered on 0.
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Figure 2

Figure 2 displays the CC sensitivity function as a bold line and the CCH sensitivity function
as a dashed line, both centered on 0. The parameter values are v = 2.001, ¢ = 0.9896, b = 0,
7 = 0.00783, 0, = 0.005514, = 0.00157, ¢ = 0.00323, py = 219.60, p; = 111.173, and S =
0.04483. The z-axis gives the log surplus consumption ratio on the support [—1500, 1500] =
[—0.8271,0.8271]. The y-axis records the CCC sensitivity function as a bold line and the
CCH sensitivity function as a dashed line, both centered on 0.
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1.6 A New Attempt

With the above background concerning the CC model and previous work on the sensitivity
function, the goal of this thesis is to refine the functional form of A(s;). Instead of defining the
risk-free rate to be constant or linear, we will use desired characteristics of the risk-free rate
equation to derive a logistic-form equation — a functional form that we can force to remain
positive and finite for all s;. With this form for the risk-free rate, we can solve for a new
functional form for A(s) by equating this risk-free rate equation with (1.33). We will then
use this form for A in the differential equation for the price-dividend function, determining
an analytic solution with a certain radius of convergence. We use the well-known Cauchy-
Kovalevksi Theorem in one dimension for linear second-order differential equations with
analytic coefficients, proved in the Appendix, to guarantee the existence of such an analytic
solution.

Theorem 8. (Cauchy-Kovalevksi Theorem for 1D) The initial value problem

y"(2) + a(z)y'(z) + b(x)y(z) = g(z), y(w0) = Yo,y (v0) = 11

with a(z), b(x), g(x) analytic near xo, has a unique analytic solution y(x) near xy with radius
of convergence equal to at least the smallest radius of convergence of a(x),b(z), g(x).

(The motivation for this analytic-biased approach comes from CCH’s work in [?], [?],
and [?].) Although not in the current version of this paper, we will in the future use the
following theorem, also proved in the Appendix, to determine the radius of convergence for
this power series.

Theorem 9. For z € C, the radius of convergence of a power series for f(z) at zo is equal
to the distance from zy to the boundary of the domain of holomorphicity.

2 The New Sensitivity Function

2.1 Parameters

To generate our model, we need to pick certain parameters. For all the original (non-derived)
parameters, we turn to CC [?]. (We get the standard deviation on the steady-state risk-free
rate from Wachter [?] since it is not given in [?].)

We discussed above the constant S = e®, the steady-state surplus consumption.

— ’YJ
=1 2.1
S 144 (2.1)

Moreover, we have the following expression for S derived in [?]:



Table 1: Original Parameters

Parameters Annually Monthly

Mean consumption growth z 0.0188  0.00157

Standard error on mean consumption growth o 0.0112  0.00323

Risk-free interest rate 7 0.0094 0.000783

Standard deviation on risk-free rate o, 0.0191  0.00551
Utility curvature ~y 2.001

Habit persistence ¢ 0.882 0.9896

(This equation does come from the presumption that the risk-free rate is linear. This is
in fact a generalization, for when b = 0, the risk-free rate is constant - the case CC were
concerned with. We operate under the assumption that the risk-free rate is constant locally
around the steady state, so we take b = 0.) We use the following approximation for S:

2.1.1 Derivation of A\ and S in CC Model

There are four assumptions in the Campbell-Cochrane model:

(a) the domain of the pricing kernel M, is contained in the set R™ of all positive real
numbers;

(b) the risk-free interest rate R; is constant;
(c) the habitual consumption is predetermined at the steady-state level;
(d) the habitual consumption is predetermined near the steady-state level.

As above, we have the following expression for the risk-free rate:

2.2
In Risx = =B +79 +7(6 = Du = -1+ A(w)?. (2.3)

We immediately employ the second assumption — that the risk-free rate is constant. We set
A= —InR;;1 — Inf + g to be a constant by using assumption (b) again. Equation (2.3)
becomes

A+~(p—1u— 02272 (1+Au)*=0. (2.4)
Solving equation (2.4) gives
2 1/2
Mw) = [ (A =70 =]~ 1, (25)



where u = s; — 5. By substituting B = 722—?2, we obtain
2 1/2
Au) = B—W(l—gb)u] .

The goal is to solve for B. We have the two evolution equations

Ci41 = C + g+ Vi
Sip1 = (1 — @)5 + ¢sy + Mu)vipa

Plugging in, we have

Sir1 = (1 — @)s5 + ¢sy + AMu)(cir1 — ¢t — g).

From the surplus consumption ratio S; = Ct%txt we have

Ciy1 — Xt+1>

—1 <
St+1 n C,

Since S is a function of C' and X, the total derivative of s, is

aSt+1 ast—i—l
——d(In X ————d(InC, =04+ Mu)d(InCyyq).
o0 X, (In X;11) + o0 Cyo (InCy1) + A(w)d(In Cpiq)
Computing the partial derivatives, we arrive at
8st+1 1 3
= Ciy1 — X
0ln X4 Cip1 — X110 Xt+1( o tH)
— 1 a (elnXt+1)
Ct+1 — Xin1 Oln Xip1
KX
Cir1 — Xiq1
_ _Xt+1 + Ciy1 — Cia
Cir1 — Xipa

(G Y)

1
-—(g5-1)

3st+1 1 (9
— C — X —1
Cr1  Cipr — Xi1 Oln cm( v~ Xii)
__Gwm
C’t—i-l - Xt—i—l
1
= — 1.
Sii1
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If we substitute these into the total derivative above, we have

1 1
- ( - 1)d(ln X)) + ( - 1)d(ln Ci1) = Mu)d(In iy ). (2.14)
St+1 St+1
Dividing by d(In Cy;1) and solving for fl((lliéﬁ)), we have
1 (ln Xt-i—l) 1
— —1 = Mu) — —1 2.15
<St+1 ) (111 Ot+1) ( ) (St+1 ) ( )
d(In Xi41) _q_ )\(u) _q_ A(u) ‘ (2.16)
d(ln Ot+1) St+1 -1 e St+1 — ]

From the third assumption, we want that %( §) = 0. Using this in the equation

above, we find that
A0)=e" —1. (2.17)
We can use this result to find the constant B:
2 1/2 ,
[B——(1—¢).o] =1
yo?
B=e%, (2.18)
We can now employ the fourth assumption to derive an expression for \'(0)
d d(In X)) i(l ) )
dSt d(ln Ct+1) dSt m —1
(7501 — DN () 2+ Au) (o)
B _[ (e=st+1 —1)2 ]
“N () d5t41 ) (1)) e~ 5t+1
S ( )dst . dst_ ( ) ' (2‘19)
e~st+1 — 1 (e=st+1 — 1)2
We compute the derivatives within the expression:
du  d(s; —3)
b S | 2.2
dSt dst ( 0)
dsy (L= 0)5+ 05+ (Wi ,
- = — A . 2.21
s, as, ¢ + N(u)vis (2.21)
Plugging in, we have
ddIn X)) | —N() (=6 Ny we s
ds; d(InCyyy) — emst41 —1 (e=st+1 — 1)2
N (u) P (u) 1 Nw)A (w1
=" : g 1 TG (2.22)
(@) (#=-1)
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Evaluating at u = 0 we have

RCEDE

Moreover, taking expectations we can eliminate the term with v, ;.

NO)  oM0) 1 N(0)A(0)yp 1
1

— (ﬁe*g

Now if we compute X and evaluate at u = 0, we can estimate S.

0.

.2 3
AMu) = (6_28 - W(l - gb)u) -1
1 —2(1 —
N(u) = T %02 9)
2(e% — Z(1 - o))
/ 1 _(1 — ¢) -5
A = = —
(0) (=25 —0)2 02 ve
1 -(-¢) .
e=s o —9e
s 1L J1—-9¢
e\ e
S=e=o0 %

—_
|
%\.

(2.23)

(2.24)

(2.25)

(2.26)

(2.27)

This makes our final expression for the CC’s sensitivity function (or rather, an approxi-

mation for it)
1

AMu)==v1-2u-1.

Nl

(2.28)



2.2 Deriving the Theoretical Risk-Free Rate Equation

From Cochrane’s Asset Pricing [?] we have the theoretical equation

dA
T{(St)dt = —Et [X],
where A; = e P/ (¢;) is the continuous-time discount factor. This is the continuous time
equivalent of Rf BT M . From CC’s choice of utility function, we have A; = e #[S,C;] ™"
We now derive the dlfferentlal of A, dA;. For this, we require the assistance of Ito’s Lemma

from Shreve’s Stochastic Calculus for Finance II: Continuous-Time Models [?].

Theorem 10. (Ito’s Lemma) Consider a function F(t,X(t), Xa(t)), where X(t) and
Xy(t) are stochastic processes, and t is time. We can thus write these stochastic processes
in the form

(2.29)

dX\(t) = fu(t)dt + Sy(t)dW(t)

and
dXo(t) = fo(t)dt + So(t)dWs (1),

with Wi (t) and Wy(t) Brownian motions. Then in differential form we have

oF OF oF 1 [ O*F 0*F 0*F
= —dt + ——dX Xo+ = [ =5 (dX1)? +2 X,dX X5)? ).
A = rdt+ x40+ gx, 4% (axf(d )"+ 255 ax, Al 2+6X2(d 2))
(2.30)
Moreover, we have the multiplication rules for differentials
dtdt = 0, dtdW = 0, dW1dW, = pdt, (2.31)

where p s the correlation between the Brownian motions Wi and Ws.

Remember that A = A(t, Ct, S;). From their definitions we know .S; and C} to be stochas-
tic processes. Therefore, we arrive at the following expression:

OA . OA .., OA 92A 9%\ 92A
AN = Zodt + Z=dS + —dC + = (352 (AS)? + 25 =dSdC + 25 (dC) ) (2.32)

ot oS oC

We can quickly compute the partial derivatives. They are

OA A OA A 0A
o A = —3A 2.
05~ s ac” o o - (2.33)

52N A 9PA A 52N A

a5z 0t g g =0t D and 5o55 =755

We have that C(x) = e* and that S(s) = e®, where z and s are stochastic processes. Ito’s
Lemma tells us that

oS 1 %S

_ 2
dS = Z2ds + 55 (ds) (2.34)
_ 90, 180,
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This implies

dS 1 )
? = dS + E(ds) . (236)
We then see that
2 1 1
(%) = (ds + 5(ds)*)* = (ds)* + (ds)* + (ds)" = (ds)?, (2.37)

where the higher order terms of ds vanish by direct application of Ito’s Lemma.

dC 1,
o = drt 5 (do)’. (2.38)

We then see using the same reasoning as above that
<dC

C
We substitute in the partial derivatives of A (2.33) into (2.32) to find

)2 _ (o). (2.39)

A A 1 A A A
dA\ = —6Adt—7§d5—76d0+ 3 (7(7 + 1)§(dS)2 + 272@d5d0 + (v + 1)E(d0)2) .
(2.40)

Grouping common terms together and using the rules for the stochastic processes for S (2.36)
and C' (2.38) yields

T = i (a5 509) = (do+ 500 )45 (G272 ) (@) 401 0)?)

We once again combine common terms. Moreover, following diffusion model techniques
in (Cochrane, p.491-492) [?] we derive the following continuous-time motion equations for
x =InC and s = InS from their discrete time versions (1.28) and (1.27):

dr = zdt + odw (2.41)
ds = (¢ —1)(s — 5)dt + \(s — 5)odw. (2.42)
We will later need (ds)?, (dz)?, and dsdzr. Computing and using Ito’s rules, we have
2
(ds)? = ((gb —1)(s — 8)dt + A(s — §)adw> = \Y(s — 5)odt (2.43)
(dz)* = (Fdt + 0dw)* = o*dt (2.44)
ds - dv = 0*\(s — 5)dt. (2.45)
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So we see that
dr + %(dx)2 = (zdt + odw) + %(Uzdt)
= (T + %UQ)dt + odw. (2.46)
ds + %(ds)2 = ((qb —1)(s = 38)dt + A(s — §)0dw> + %()\2(3 — 5)o?dt)
- ((¢ —1)(s — 5) + 02\*(s — §)>dt 4 oA(s — §)dw (2.47)

Now working with our original equation, we have

dA B 1 9 1 9 1 9 9 9
= —pdt - 7<ds + 5(ds) ) - 7<(dx + 5(da) ) +3 (7(7 +1)(ds)? + 292dxds + v (v + 1) (dz) )
1 1 1 1 1 1
= —(dt — ~yds — 5’)’(d$)2 — ydx — Q(da:)Q + 572(d5)2 + 57((13)2 + y*dxds + 572((11;)2 + 57(dz)2

= —f[dt — ’y((¢ —1)(s = 35)dt + A(s — §)adw> — fy(:f:dt + wa)

1 1
+ 57202)\2(3 — 8)dt + 7?0 \(s — 5)dt + 57202dt
= (=8-r6-1(s—5)—rz+

720.2

(14 A(s — 5))2) —yo(1+ s — 8))dw. (2.48)

If we center around 0 instead of 5, we have the stochastic process for the stochastic
discount factor in the CC model:

% _ <—’y(¢ ~D)s— B3+ o0t (14 )\(s))2> dt— o (1+A(s) dw.  (2.49)

Taking expectations, we then see
1
i (s,)dt = — Et[ (—7(¢ —1)s— 03—+ 572(;2 (1+ )\(3))2) dt —~vo (14 X(s)) dw

:(7@) —1)s+ B +~7 — %7202(1 + )\(s))2> dt. (2.50)

Thus we have the theoretical log risk-free rate

(50) = 2(6 = 1)s + 6472 — 37°0%(1+ A(s))" (251)

Now a general logistic function - the functional form we want for our risk-free rate - has
the form

B

MO =A% 1 gem

(2.52)
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for real constants A, B,C, and D > 0. We can solve for two important constants necessary
for our model, # and D, in terms of A, B, C, and given parameters. From CC, we have the
following two important relationships:

1
A0)==-1 2.53
0) =% (2.53)
-1
N(0) = —. 2.54
0=~ (250
We begin with the equivalence
Yo —1)s+ [ +y7 — 17202(1 +A(s))P=A+ 5
2 - 1+ Cebs
Solving for our sensitivity function A, we arrive at
\/26— 2A 4 27T + 2v(¢p — 1)s — ops
A= -1 (2.55)
yo

Thus, we have a new sensitivity function equation that comes from the logistic nature we
imposed on the risk-free rate. Using the first of our relationships above (2.53) and (2.51),
we have

2 2
S Al

From this and our expression for S ' we can solve for the 3 that is necessary for the rela-
tionship to hold in terms of A, B, C, and other given parameters.

1—
ﬁ:f—’yi’-i-y( . ¢)_ (2.57)
Differentiating our expression for A\, we have
1 2BC DePs
N(s) = (27(¢ — 1)+ Ti)z> (2.58)
270\/2ﬁ+2fy§:—214+2’y(¢)—1)3—1+20% (1+Cebs)

We can use the second of our relationships (2.54) to solve for D. We also employ the
relationship (2.1).

1 2BCD —.144
N(0) = (27(¢— D+ s 2) — . (2.59)
270\/25—2A+27:z—12+—% (1+0C) e
—(1+C)? \/ 2B
D:—(.144 23 — 2A 4+ 297 — —_ —1). 2.60
BC 5 t2T - et (o —1) (2.60)
'We actually use the approximation for S: S ~ o ﬁ
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2.3 Deriving the Logistic Risk-Free Rate Equation

As stated above, a general logistic function comes in the form

B

MO =A% 75 Gem

(2.61)
for real constants A, B,C, D. For L to be decreasing, we require that D > 0. Using (2.60)
and certain desired characteristics, we can solve for the constants A, B, and C.

We want our risk-free interest rate to have its inflection point at the steady state s having
the value of the historic risk-free interest rate #. We also design 7/ to have supremum 7e’"
and infimum 7e°", where o, is the standard deviation of 7/ = InR/. (We use ¢ rather
than o, because of the form of the parameters specified in [?].) In Figure 2 of [?] makes clear
that 7“,{ is in negative correlation with s;, so that the risk-free rate ought to be a decreasing
function of s; = 1In S;.

Our desired form for the risk-free rate is

B

7“7{(815) =A+ 14+ CeDst’

(2.62)

where we center around the steady-state surplus consumption s = 0 to simplify algebra. To
make rtf decreasing we take D > 0. We want

rl(0) = A+ Hic =T (2.63)
Moreover, we want
rl(00) = A+ H% —A=7qe . (2.64)
We also want B
rf (—00) :A+m = A+ B =re". (2.65)
We then get
B =7(e’m —e ). (2.66)

Plugging these two constants into (2.63), we get that

C = =1 (2.67)

1—e o

Using (2.57) we compute that 5 = 0.008064, and plugging into (2.60) we see that D = 22.562.
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Figure 3

Figure 3 displays the new sensitivity function, centered on S. The parameter values are
v = 2.001, ¢ = 0.9896, b = 0, 7 = 0.00783, o, = 0.005514, £ = 0.00157, 0 = 0.00323,
po = 219.60, p; = 111.173, and S = 0.04483. The z-axis gives the surplus consumption ratio
on the support of [Se=1000r Gel00or] = 10.03245,0.06195]. The y-axis records the annual
risk-free interest rate.

This gives us our final form for A(s) (when b > 0):

\/Co+ Crs + e

A —1 2.68
(5) = , (268)
where we define our constants as
COZQﬁ—FQ’}/i’—QA
Cy = 27(¢ - 1)
CQ == —QB
Cy=C
c,=D
05 = o, (269)

with § and D determined from (2.57) and (2.60), respectively.
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Figure 4

Figure 4 displays the new sensitivity function as a bold line and the CC sensitivity function
as a dashed line, both centered on S. The parameter values are v = 2.001, ¢ = 0.9896, b = 0,
7 = 0.00783, 0, = 0.005514, Z = 0.00157, o = 0.00323, py = 219.60, p; = 111.173, and S =
0.04483. The z-axis gives the surplus consumption ratio on the support [Se=1%07 Sel%07] =
[0.02760, 0.07281]. The y-axis records the new sensitivity function as a bold line and the CC
sensitivity function as a dashed line.

3 Deriving the ODE

We have from Cochrane’s Asset Pricing [?] the following continuous-time Euler condition:

Rewriting in terms of the price-dividend ratio p = P , we have
B d(A¢Py)
0= Dtdt+Et[ i }
1 d[ApD]
0—pdt+Et[ D ] (3.2)
We let F'(A,p, D) = ApD and using Ito’s Lemma, we see
OF OF oF 10°F 10°F , 10°F 9
dF = aAdA—I—a—dp—f—a—DdD—f—EW(dA) 2 8 5 (dp) —f-Ew(dD)
O*F 0*F O*F
dN)(d dD)(d dN)(dD). .
+ 55 AN d) + S5 (AD)(dp) + i (dN)(dD) (33)
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We see directly that

10°F 10%(ApD)

__(dA> 2 OAZ

2 _
T TP (gA)? = 0.

The same occurs for %8—F (dp)? and %TF(dD). Computing our other derivatives and plugging
in, we have

1 dN dp dD dAdp dDdp dAdD
—dt+ FEy|—+ — 4+ —
P tA+ +D+Ap+Dp+AD
We assume that the price dividend function p = % is a C? function of s = InS. Then
using [to’s Lemma, we have

~0. (3.4)

1
dp = p'(s)ds + 5p"(s)(ds)". (3.5)
Recall we have a description of the stochastic process ds. Plugging in the continuous
motion equation from (2.42), ds = (¢ — 1)(s — 5)dt + (s — 5)odw, we see

dp = p'(s) ((¢ ~1)(s— 8)dt+ \(s — 5)0dw> +p(s) ((¢ C1)(s— 8)dt + (s — 5)0dw)2. (3.6)

We previously computed (ds)? in (2.43), so using this to simplify our expression, we see

dp = (p’(s)(¢ 1) (s—38) + %p"(s))\2(s - 5)02>dt (A5 — Bodw.  (3.7)

Thus by solving for the price-dividend function p, we can describe the motion of the price-
dividend ratio in continuous time.

We have one final assumption to make: we assume we are in equilibrium, and thus
that C' = D. By replacing D with C, we can use relation (2.38) and (2.47) in the pricing
equation. We now calculate some of the factors from our Euler equation, again centering
around 0 instead of s.

e, 1,
el =dr+ - 5 (d:r;) (T + 30 )dt + odw (3.8)
dp = p'(s)ds + %p"@)(ds)2 = p’((gb — 1)sdt + U/\dw) + §p"(02/\2dt)
1
= <p’(¢ —1)s+ §p"a2/\2)dt + p'Aodw (3.9)
_ 2 /
dA dp _ o A1+ N)p'dt (3.10)
Ap p
dC dp p’)\a2dt
3.11
T p (3.11)
dA dC ,
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When substituting into our pricing equation, we can use F;[dw] = 0 and arrive at

(p'(¢ — 1)s + 5p"0*\*)dt
p

1 1
0= 5dt + (—”y(qﬁ —1)s — B —~T + 57202 (1+ )\(3))2) dt +
—ya? A1+ \)p/dt N p'Aodt

p

1
+ (T + 502)dt + + —yo*(1 + N\)dt. (3.13)

Multiplying by £, we get

1 1
0=1+(=v¢—Ds—B—7Z+ 570" (1L+ ) )p+1/(¢ = Vs + 5p"No?
1

+ (z + 502)]0 — v A1+ N)p' + Ao®p’ — vo* (1 + \)p. (3.14)
Lo o\ v _ 2 IV /
(2)\ o )p = (70 AMI+A) = X" — (¢ 1)s>p

1 1
+ (v(aﬁ — s+ 0492 = 570" (1+X)° =F = 50" + 707 (1 + /\))p —1. (3.15)

So we can now write our pricing equation as a second order ODE in p:

c2(8)p"(s) = c1(8)p'(8) + co(s)p(s) — 1, (3.16)

with coefficients ¢y, ¢1, ¢y defined as

co(s) = A <;)0 , (3.17)
c1(s) = 4o A(8)(1 4+ A(s)) — a?A(s) — (¢ — 1)s, (3.18)
co(s) =19 = Vs + B+ (7= VT — -1+ A3 #7901+ A(s) = . (3.19)

The normal form of our ODE is then
s) = 2y 5) 4 ) - (3.20)

c2(s)

where we define ¢; are as above.

The coefficients above are completely general and do not involve expanded forms of A(s).
Thus, if we ever find need to alter our sensitivity function again, there is no need to rederive
the above differential equation.

4 Solving the ODE

Our hope in solving the ODE is to employ the Cauchy-Kovalevski Theorem in the special
case of a linear ODE with analytic coefficients.
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Theorem 11. Consider

y'(x) + alx)y'(x) + b(x)y(z) = 9(x), y(0) = yo, 4 (0) = 1,

where a(x),b(x), g(z) are analytic about xo. This [VP ODE has a unique solution p(x) near
xo which is analytic with radius of convergence ry equal to at least the smallest radius of
convergence of a, b, and g.

In the Introduction to Complex Analysis in the Appendix, we discussed the largest pos-
sible radius for a Taylor series expansion of a holomorphic function. Our ODE is obviously
linear. Since all the coefficients of our ODE are smooth, and since Cy + C - 0 + H(g% =
.0207 > 0, we trust that there will be some radius of convergence for all the coefficients, and
thus a unique analytic solution with some radius of convergence. We must at some point
compute this radius of convergence. For now we will take for granted that there is such an
analytic solution and radius of convergence and set out to determine the recursion formula
for the coefficients of our solution for p. We focus on A(s) since A(s) shows up in one form

or another in each of our coeflicients.

4.1 Recursion to Find the Coefficients for the Polynomial Approx-
imation for \(s)

First, we define the term

\/CO+CIS+ 1+C 6049
Cs '

Now our goal is to write A as a power series. Formally, we have

A= Z ars”. (4.2)
k=0

A=X+1=

(4.1)

We must find the coefficients a,. Before we do that, however, we will solve for coefficients

by in the power series
= bs". (4.3)
k=0

We do this to sidestep the square root in our expression for A. We can later solve recursively
for the ay’s, and we then immediately have the coefficients for the power series for .

C() +018+

2 _ 1+C3 ec49
CQ
C
2A2 _ 2
Cs Co+ Cis + 15 Gyl
C§A2(1 + C3€C4s> = C(](l + 036048) + 015(1 + 036043) + CQ
C§A2 + 05?03/\26048 = CO + 00036048 + 015 + 010360485 + 02. (44)
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Using the formal power series for A? we compute:

zoo k 2 - k Ooczlfk Ooczlfk OoCz]ka
2 s+ C3Cs( Yo tus ) (Yo Thb) = Co+ ol Y —hsh + Crs + 1y Y —bs
k=0 k=0 k=0 k=0 k=0
00 00 k i 00 0o
by_.CY Ck Ck
cg§2m§“+ogg§:( kﬂ4%&:C%+cu%§:zf&+wxs+0¢g ST
k=0 k=0  j=0 J: k=0 k=0
(4.5)

With the above calculation, we can begin recursively calculating the b;’s. From the
zero-th power of s, we have

C2by + C3C2by = Cy + Cy + CyCs
_ Co+Cy+CyCy

by = 4.6
0 C2(1+ C3) (4.6)
From the first power s, we have
L .
by_,;C CoCsCy  C1C5CY
2 2 1-501 0030y 10304
Qm+@@§;.ﬂ =Ci+—, o
=
C2by + C3C2by + C3C2byCy = C + CoC3C, + C1C3
Cgbl + CgCgbl = Cl + 000304 + 0103 - CgC§C4b0
b C1 + CoC3Cy + C1C3 — C5C1C2hy
' C2(1+ Cs)
_q+%@@+q&—@@@G%%%%)
B C2(1+ C3)
Ci(1+ C3)% — C,C3C
_ QL+ Co)” — CaCyCy (4.7)
C:(1+ C5)?
We do one more non-general computation: from the second power of s, we have
9 .
by ;C]  CoC3C?  C,C5C.
2 2 2—jq o3y 1030y
C3by + C5C2 > R S
j=0
2 22
b
@@+@@@:%@@+QQ@—@@@M—%%%£
CoCsC2 C3C2C2h
25 4 1030, — C3CyC2hy — =450
bz: 2 1344 345 U1 p) ‘ (48)

C2(1+ C3)
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Finally, from the general kth power of s, we have

k . B
by—;C4 CoC3C% 0103Ck 1
2 2 14 4 4
Cswang; R o
C-CCk  C,C.CF 1 E oy i
2 2;  _ Z0-34 1630y 9 e
C5by, + CaCsby = — 17— + o1 C5C2 ; H
_ 1 0003Cf C’ng,Cff_l 5 k bk—jCZ
by = C3(1+Cy) < k! (k—1)! C3C5 Z I > (4.9)

With these expressions for the by, we set to solving for the ay, the coefficients for A. We

have . . . i
A? = Zbksk = <Zak5k>2 = Z < ak_jaj>sk. (4.10)
k=0 k=0 k 0

=0 j=

But then we immediately see that

k

bk = Zak_jaj. (411)

5=0
From this relationship we see

0

b[) = Z apay = (lg = Qg = \/% (412)

j=0
- 1
by = Z a1—ja; = 2a100 = a1 = qubl (413)
7=0
k
bk = Z Ap—jG; = AEQo + ax—101 + - - - QA10—1 + Qoa
7=0
k—1 1 k—1
bk - Z Ap—;Q5 = 2aka0 = a = 2—a0 <bk — Z ak,jaj> . (414)
j=1 =1

So we now have all the coefficients for the power series representation Y, apz® = A.
From this power series we immediately derive the power series for A:

A= dpat, (4.15)
k=0
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where we have the coeflicients

do = \/bp — 1

5 1
ay=ay = b
2@0
1 k-1
dk = Q) = —<bk - ak_jaj>. (416)
2ag :
J=1
0.10 0.05 o] 0.05 0.10
4 s
-0.0005
-0.0010-
-0.0015-
-0.0020
Figure 5

Figure 5 displays difference between the 475th and 400th approximations of A centered on
0. The parameter values are v = 2.001, ¢ = 0.9896, b = 0, ¥ = 0.00783, o, = 0.005514,
7 = 0.00157, o = 0.00323, py = 219.60, p; = 111.173, and S = 0.04483. The z-axis gives
the log surplus consumption ratio on the support of [—420,420] = [—0.1358,0.1358]. The
y-axis records the difference between the 475th and 400th approximations of A centered on
0. Note that the difference between the 475th and 400th approximations has shrunk to zero
over nearly the entire interval. We will use the 475th approximation throughout the rest of
the paper.

4.2 Recursion to Solve for the Price-Dividend Power Series

We have
Zpks D ( Z k4 1)pes1s®, p”( Z (k+1)(k + 2)prsas®.
k=0 k=0

We are concerned with the differential equation
ca(s)p"(s) = er(9)p(s) + cols)p(s) — 1, (4.17)
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with coeflicients

ca(s) = = chms”, (4.18)
c1(s) = v A(8)(1+ A(s)) — a?A(s) — (¢ — 1)s = ch,ns", (4.19)
o(s) = (6~ s+ 8-+ (= D = L (14 M) 470214 M3)) ~ G = S enas”

n=0

(4.20)

With the power-series expression for A(s) we derived above, we can indeed find ¢;  for each
1 =0,1,2 and for all k. We will do this below, but first we solve formally for the coefficients
Pk in the power-series expression for p(s).

We first multiply power series to find the terms in our ODE:

= (i 02,n8”> (i (n+1)(n+ 2)pn+gs">
= Z (Z (k+ 1)(k+ 2)comn— kpn+g> (4.21)

n

c1(s)p'(s) = (f: cljns”> (i (n + 1)pn+13"> = f: < (k + 1)017n_kpk+1>s” (4.22)

co(s)p(s) = <ZCOnS ><an > = Z( COn KDk ) S" (4.23)

Inputing these expressions into the ODE, we have
> (Z (k+ 1)k + z)cm_kpm)sn =Y (Z (k + 1)etn-rprrr + ) co,n_kpk)s" ~1
n=0 k=0 n=0 = k=0 k=0
(4.24)

We can now solve for relations that will lead to a recursive formula. From the constant terms
we have

1-2-coop2=1-crop1 + coopo—1
c1op1 + coopo — 1
26270 ’

(4.25)

b2 =

Later we will derive py and p;, the initial conditions.
We now derive a closed recursive formula for p,. From the kth order terms we have

n n

Z (IC + 1)(1{5 + 2)02,n—kpk+2 = Z (/{Z + 1)Cl,n—kpk+1 -+ Z CO,n—kpk- (426)
k=0 k=0 k=0

35



We solve for our highest order term, p,,.2. Reindexing, we have

n+2 n+1
Z (k — Dkcoppropr = Z ket p—kv1pr + Z Co,n—kPk
=2
(4.27)
n+1 n+1
(n+2—=1)(n+2)c2n—(nt2)+2Pn+2 + Z — Dkean—propr = Z ket p—k+1pk + Z Con—kPk
k=2 k=1 k=0
(4.28)
n+1 n+1
(n+1)(n+ 2)coopniz = Z ket k1 + Z Con—kPk — Z (k= Dkcop—rrope  (4.29)
=2
=1-c1,p1+ (n+1)c10pnt1 + Z ket n—k+1Dk (4.30)
=2
+ ConPo + Cop—1P1 + Z Co,n—kDk (4.31)
=2
— < (TL + 1)02 1Pn+1 + Z —1 k’CQ n— k+2pk> (432)

(n+1)(n+ 2)c20pnr2 = cinpr + (04 1)1 0Ppns1 + ConPo + Con—101 — n(n + 1)c21Pn1
+ Z <k?61,n—k:+1 + con—r — (kK — 1)/<?Cz,n—k+2>pk:- (4.33)
k=2

We have solved for p,.o, giving us a second-order recursion. After deriving py and p; we
will have a closed formula for the coefficients of the power series expression for p(s).
Using the power-series expression we derived for A (4.15), we find ¢; .

ca(s) = )\2(;)02 = g(ia}sky (4.34)

_ % i (zk:ak Jaj) : (4.35)

k=0 j7=0

So

.

0_2

Coi = 7 (Iiijdj. (436)
=0

.
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ci(s) = Z cps” =P AN1+N) — a? A — (¢ — 1)s (4.37)
k=0
= o ( i dksk> (1 + i dksk> P i Gns® — (¢ — 1)s (4.38)
=0 =0 k=0
= 0> i s + yo? ( i dksk)2 —o? i aps® — (¢ —1)s (4.39)
k=0 k=0 k=0
00 o k
== D)Y dst + (1= g)s +702 Y Y <a,;_ja~j)sk. (4.40)
k=0 k=0 j=0

So we see that

C10 = o (y — Dy + yoldy®
c11 =0 (y = Da; + (1 — ¢) + 2vo2dydp

e =0 (y = 1)d; +70” Y _ ai_pdy for all i > 2. (4.41)
k=0

720.2 0.2

51+ N2+ yo? (14 N) — 5 (442

co(s) = Z covksk =y(—-1)s+0+(y—1)x—
k=0

o? 252 = . 2 =
=P =D+ B+ (1= 17— T +1(0— Vs — - (14+ D ars") +70% +70° Y des*
k=0

2
k=0
(4.43)
2 7202 - : k 2 — k
=v(p—1)s+ B+ (y—1)T+~y0" — 5 Z (Zak_jaj>s + o Zaks . (4.44)
k=0 ]ZO k=0
where

a; = a; for all 1 > 1. (4.46)

We conclude that

o’ 2 v?o? 2 2~
00,0:6—1—(7—1)@—7—1—70 ) ap” + yo“ag (4.47)
CO,l = ’7((]5 — 1) — 7202a_1a_0 =+ ’}/0'2d1 (448)
7202 k

Coi =" Za;{,ja_j + o for all i > 2. (4.49)

j=0

37



4.3 Initial Conditions

We must now derive the initial conditions py and p;. pg is quite simple: we choose pg to
match CC’s price-dividend function at s = 0. We find the annual data in CC’s paper [?],
and converting to monthly terms we choose py = 18.3 - 12 = 219.6. Deriving p; takes a bit
more work. We begin with instantaneous return on equity:

dP  Ddt
Re(s)dt = — + — 4.50
where P is the price of the asset and D is the dividend stream of the asset. We also have
that P = pD, where p is of course our price-dividend ratio. Substituting this, we then have

. _d(pD)  Ddt
Re(s)dt = oD + oD
p(dD) + Ddp + (dp)(dD) ~ Ddt
= +
pD pD

dD dp dpdD dt
= — 4+ -4+ — + =
D p pD j%
dC  dp dpdC  dt
= — =+ — 4+ =

. 4.51
¢ p pC p (4:51)

The last equality follows from our assumption of equilibrium, in which we take C' = D.
Moreover, we have the following equation from [?] for the instantaneous return on bonds:

— Ri(s)dt = E, [%} . (4.52)

From the derivation of our ODE, we also have (3.4):

| d\ dp dD dAdp dDdp dAdD
PN L — 0. 4.
p+t[A+p+D+Ap+Dp+AD} 0 (4.53)

We use the above equations in working toward an expression for the expected instantaneous
risk premium.

(5{rs) - = [+ )

dt dC dp dpdC  dA
_Y . p | W W 48
» + t[ C + » + oC + A}
dAdC dAdp
_—Et[ et ] (4.54)

Calculating the internal terms of the above expression (4.54), we can refer back to (2.49),
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(2.46), and (3.7).

2 2
% = [7(1—¢)s — B —~T + 720 (14 N)?|dt —yo(1 + \)dw (4.55)
ac 1,
= — Z 4.

o (z + 50 )dt + odw (4.56)
1
dp = (p'(s)(¢ = V)s + 5p"(s)A\(5)°0%)dt + p'(s)A(s)odw (4.57)
dA dC 9
dA 5 ,
po = —yo (1 + N)\p'dt (4.59)
dA dp 9 P’
—— = —y0 (1 + A\)A=dt. 4.60
A (4.60)

From these calculations, (4.54) becomes

dAdC' dAdp

_E
1T T A

] =F, [702(1 +A) <1 + A%)dt]
= 702(1 + \) (1 + A%)dt, (4.61)

with the last equality coming since the term inside the expectation is not stochastic. We
conclude that

¢ — R¥s)) = ~0? Zi/ :
(Et(R (s)) RY( )) 5 (1+>\)<1+/\p>, (4.62)
and thus E(Re(s)) — B(s)
. p[E(R(s)) — R(s
p= X[ 211N 1] (4.63)
Note that p; = p/(0). Evaluating, we have
(Eu(B(0)) = B(0) = 70* (1 4+ A(0)) ) po
p1=7p'(0) = (4.64)

702(1 + A(O))A(O)

We get E;(R°(0) — R*(0)) = 9% = 0.0055 from CC’s paper [?] (converted from annual to
monthly).

4.4 Radius of Convergence

We now have a power series solution to our differential equation, as was promised by Cauchy-
Kovalevski. What remains is to find the radius of convergence for this power series by using
Cauchy-Kovalevksi. Our work above focused on finding a power series for A and a good
power-series approximation since this is the function that drives the radius of convergence.
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Since we are using the Cauchy-Kovalevski Theorem, we will have to find the radius of
convergence for the power series of the price-dividend ratio by finding the smallest radius
of convergence for the coefficients of the ODE. The form of the ODE we used to derive the
recursion formula (4.17) is not in standard form yet. We rewrite it as

p'(s) = Cl(s)p’(S) - CO(S)p(S) S

ca(8)

: (4.65)

where the ¢;(s) are as defined above.
In analyzing our coefficients, our first hurdle is in dealing with the inversion of our

power series: although we have computed power series for ¢a(s), ¢1(s), co(s), we must find a

way to write cl(%) as a power series. Beginning with f(z) = > p,axz”, we write formally

A =5 bk, Multiplying, we get
k=o

= (St (S ) -3 (L)

By doing simple multiplication of series, we can get a feel for the by.
(a0+a1$+"')(b0+b1$+"') :a0b0+(albg+a0b1)m+--- =1.

Immediately we see that

by = — 4.66
o= (4.66)
CL()bl + Cleo =0 (467)
so that
-}
Qo
Following this strategy, we conclude that
by = —
Qo
n—1
_ b
b, = — k=0 Gn-kbi (4.68)
Qg
Using this result, we can rewrite our coefficients:
- B (T (§) -5 (B )
CO(S) Zk OCka (ZCOkI )(ZCQ_jIj) i(ZCO/ijEj)xk
02(5> Zj 0 2,57 =0 7 k=0  j=0 , 7
1 1 &
— = CoRT, 4.69
c2(s) Zk:O Ca " Z o (4.69)
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where

3 :—ZCQ” KC2k g 2 ) (4.70)

€2,0
Using the 475" approximation of sensitivity function A, each of the ¢;’s is a smooth
function over the support [—420,420] = [—0.1358,0.1358]. It is only necessary to determine
Whether dividing by ¢y(s) preserves a non-zero radius of convergence. Figure 6 demonstrates
that ( 7 converges on the support [—430,430] = [—0.1390, 0.1390] since cy(s) is never zero

in thlS range. So by the Cauchy-Kovalevski Theorem 77 the solution to the ODE (4.17) has
a radius of convergence no less than 420 for consumption growth.

600
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400

3504

-0.10 -0.05 0 0.05 0.10
s

Figure 6

Figure 6 displays the 475th approximation of —— centered on 0. The parameter values are
v = 2.001, ¢ = 0.9896, b = 0, 7 = 0.00783, o, 70005514 z = 0.00157, 0 = 0.00323, py =
219.60, p; = 111.173, and S = 0.04483. The z-axis gives the log surplus consumption ratio on
the support of [—430,430] = [—0.1390, 0.1390]. The y-axis records the 475th approximation
of the forcing term @;(s) in the ODE for p. The function appears to converge over this

interval.
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5 Conclusion
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Figure 7

Figure 7 displays the CC, CCH, and new monthly risk-free rates as bold, dashed, and dot-
dashed lines, respectively, centered on 0. The parameter values are v = 2.001, ¢ = 0.9896,
b=0,7=0.00783, o, = 0.005514, x = 0.00157, ¢ = 0.00323, pg = 219.60, p; = 111.173,
and S = 0.04483. The z-axis gives the log surplus consumption ratio on the support of
[—1000,,1000,] = [—0.5514,0.5514]. The y-axis records the CC, CCH, and new monthly
risk-free rates as bold, dashed, and dot-dashed lines, respectively, centered on 0.

42



N
~ 26

20 N
18 \
16 N

14

-0.3 -0.2 -0.1 0 0.1 0.2 0.3
s

Figure 8

Figure 8 displays the CC, CCH, and new sensitivity functions as bold, dashed, and dot-
dashed lines, respectively, centered on 0. The parameter values are v = 2.001, ¢ = 0.9896,
b=0,7=0.00783, o, = 0.005514, £ = 0.00157, o = 0.00323, pg = 219.60, p; = 111.173,
and S = 0.04483. The z-axis gives the log surplus consumption ratio on the support of
[—1000, 1000] = [—0.3233,0.3233]. The y-axis records the CC, CCH, and new sensitivity
functions as bold, dashed, and dot-dashed lines, respectively, centered on 0.

Above, we see that the new risk-free rate and sensitivity function match both CC’s and
CCH’s attempts at the steady state. More than that, the new equations we have derived for
each correct some of the economic problems we pinpointed in the Introduction, especially
those concerning the risk-free rate. Instead of diverging or becoming negative, the new
risk-free rate is both bounded and nonnegative.

Figure 9 displays the 475th Taylor approximation of the new annual price-dividend ratio,
centered on S. The parameter values are v = 2.001, ¢ = 0.9896, b = 0, ¥ = 0.00783, 0, =
0.005514, Z = 0.00157, ¢ = 0.00323, po = 219.60, p; = 111.173, and S = 0.04483. The z-axis
gives the surplus consumption ratio on the support [Se=# Se*47] = [0.03889,0.05169]. The
y-axis records the 475th approximation of the new annual price-dividend ratio.
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Figure 9 Figure 10

Figure 10 displays the difference between the 475th approximation of the price-dividend
ratio in the CC model and the 475th approximation of the new price-dividend ratio. The
parameter values are v = 2.001, ¢ = 0.9896, b = 0, ¥ = 0.00783, o, = 0.005514, = =
0.00157, o = 0.00323, po = 219.60, p; = 111.173, and S = 0.04483. The x-axis gives the
surplus consumption ratio on the support [Se=# Se*4?] = [0.03889,0.05169]. The y-axis
records the difference between 475th approximations of the CC price-dividend ratio and
475th approximation of the price-dividend from the new model.
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Figure 11

Figure 11 displays the expected annual return on equity as a solid line and the standard
deviation on that return as a dashed line, centered on S. The parameter values are v = 2.001,
¢ = 0.9896, b = 0, v = 0.00783, o, = 0.005514, x = 0.00157, o = 0.00323, py = 219.60,
p; = 111.173, and S = 0.04483. The z axis gives the surplus consumption ratio on the
support [Se=437 Set37] = [0.03901,0.05152]. The y-axis records the expected annual return
on equity as a solid line and the standard deviation on that return as a dashed line.
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Table 2: Computed Values

Statistic

New Simulation

CCH Simulation

Ey(R°)
o(R°)
Ei(R?)
E(R* - RY)
Sharpe
p

0.0754
0.132
0.0094
0.066
0.500
18.3

0.075
0.133
0.009
0.066
0.56
18.3

Notes: R€ is the real return on stocks, R® = 1 + rf is the real return on bonds, and p is the
price-dividend ratio. F; is the conditional expectations operator, and o is the standard deviation
operator. We compute these data at the historic steady-state for the surplus consumption ratio
S; = S. The parameters are v = 2.001, ¢ = 0.9896, b = 0, 7 = 0.00783, o, = 0.005514, = 0.00157,

o = 0.00323, po = 219.60, p; = 111.173, and S = 0.04483.

This paper has introduced a new model of the risk free interest rate which closely mimics
the empirical property of this rate. In addition, the model maintains the empirical properties
for stock returns demonstrated by CC [?] and CCH [?]. In particular, Table 1 compares the
stationary values produced by the analytic models generated by CCH [?] and the new attempt
in this paper. Note that all the values are very similar, and in fact the Sharpe ratio in the
new model is economically better than the one produced in the CCH attempt. So the new
risk-free rate, which describes the economy better than the constant function of Campbell
and Cochrane [?] or the linear function of Wachter [?], yields reliable economic data following
the analytic method of CCH [?]. Thus, this change improves the existing continuous-time

model of CC without altering its economic characteristics.
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6 The Black-Scholes Equation

We will now present the Black-Scholes Equation for pricing European call options and discuss
an example of how a firm would use it. This formula is often called “the most beautiful
formula in all of finance,” and no discussion of financial economics is complete without it.
Our setup and proof of the Black-Scholes-Merton PDE for pricing European options closely
follows [?]. For the original Black-Scholes European option pricing paper, see [?]. For a text
in partial differential equations, see [?].

Setup of the Model The model begins with a European call option. The purchaser of
a Furopean call option is buying the right, but not the obligation, to purchase a stock at a
determined price, the strike price K, at a determined time in the future, the maturity date
T. We are concerned with determining the value of this option at time ¢ < T in continuous
time. It seems reasonable to assume that the price of the option at time ¢, P(t), is a function
of both time ¢ and the value of the stock at time ¢, S(¢). In other words,

P(t) = V(t,S(t)).

Moreover, to be consistent with modern approaches to the continous-time motion of stock
prices, we assume that S(t) is a Ito process:

dS = aSdt + oSdw,
where a and o are positive constants and w is a Brownian motion, or in other words
dw ~ N(0;dt).

In a simple situation, we present an investor with three decisions: how much to save,
how much to spend, and of that amount he spends, how much to spend on stocks and how
much on options for the stock. The amount he saves at time ¢, which we call Q(t), he puts
in a risk-free government bonds at a riskless (constant) rate r. Also, we assume no dividends
and free exchange of commodities. We now define

A;(t) = number of stocks investor owns at time ¢ (6.1)

Ay(t) = number of options for stock investor owns at time t.

We are now able to evaluate the value of the investor’s portfolio of riskless bonds, stocks,
and options at any time ¢:

[(t) = Q1) + A1(1)S(t) + Ax(1) P(1).

The driving equation of the above valuation equation is P(t), so we turn our attention
back to it. Using Ito’s Lemma, we differentiate this equation:

1% oV 1 0%V
AP = Zrdi+ 55d5+ 55055

(dS)>2.
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From our definition of dS above, and using the stochastic calculus rules dtdt = dwdt = 0
and dwdw = dt, we see that
(dS)? = o*S?dt.

If we substitute our definitions for dS and (dS)? into our expression for dP, we see that

oV oV oV 0252 92V
P% OV o282 9PV oV
— <E +asse + 7 asas)d“r“s%dw' (6.4)

We make another assumption: the investor makes no instantaneous decisions about what
types of assets he holds. In other words, at every time ¢ the quantity of stock and options
is fixed, so that dA;(t) = dAy(t) = 0. Moreover, since the risk-free investment has return
r, we have d@) = rQdt. Thus, differentiating our expression for the value of the investor’s

portfolio, we have
dll = rQdt + A1dS + AsdP.

We have expressions for dS and dP, and inserting these we have

2Q2 2
Il = A, (ant n anw) + A, (aa_‘t/ n asg—g +Z 25 ;gs)dt n AQUSg—gdw +rQdt
(6.5)
0.2 2
- (@Als + Aa(Vi + aSVs + T Vis) + rQ) dt + 0S(A; + VsAy)dw. (6.6)

Next, we make the asssumption that the investor wants a risk-free portfolio. In other
words, he wants to balance his assets with his liabilities in such a way that his portfolio
earns only the risk-free rate . Put in yet another way, the investor’s goal is to remove the
stochasticity from his portfolio. To do this, he chooses A;(t) and Ay(t) such that A;+ AV =
0, or Ay = —AyVs. By this choice, he ensures that his portfolio earns the risk-free rate:

dll = rlldt.
In our portfolio valuation, we now have
IT=AV — ASVs + Q.

Thus, in our equation for dII we see
0252

2
If we then insert these two equations into the expression dII = rIldt, we then have
0.2 Sz

2

We can cancel the dt’s and rearrange the terms, arriving at the partial differential equation

Vi+rSVs+ Vgg —1rV =0.

dTT — (Ag(vt + 22 Veg) + rQ) dt.

(Ag(vt + Vs) + 7«@) dt = (AsV — AySVs + Q)rdt.
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Solution of the PDE

BSM-PDE
t
A
V(S =[S-KJ
T (S =1 ]

V(0,)=0 V(S,H="?

S

V(S) =12

For the PDE above, we have the boundary conditions
V(T,S) =Vr(S) = tliIr%V(t, S) =[S — K" =max(0,5 — K).

This condition seems natural, for if the value of the stock at the maturity date is less than the
strike price, there is no way that an investor would exercise his option and buy it. Rather,
to him the option is worthless, and he will let it expire. We also know that if the value of
the stock is zero, then the price of the option is also zero. We write this as

V(t,0) = lim V(¢,5) = 0 for all ¢.
S—0

We now have a boundary-value partial differential equation. In fact, this PDE is linear,
second-order, and parabolic. In the study of PDE’s, it is well understood that any parabolic

PDE can be written in the form % = % for some change of coordinates. Thus, let us

assume that V (¢,5) is of the form
V(t,5) = e "G(x,y)

where 7 =T —t and x = z(t,S),y = y(t, S) are the appropriate change of coordinates. We
have the multiplier function e™"" so that the value of the option goes to 0 as we draw closer
to the exercise date. For the PDE, we will need three different partial derivatives of F"

A% _...0Gox 0G dy

I eI L Y 6.7

25~ ¢ Gros T oy 09 (67)

ov._ . _,.,0G0x 0G0y

5 = Te G+e (837 8t+8y 815) (6.8)
ald = 6_”< oG (8_:5)2 + oG 8_&7@ + 8_G 0’z + 02_G x%@ + oG (%)2 a_G 0%y )
0S50S Ozxdx 0S8 O0rxdydS oS  O0xr 0S50S 0dy 0S50S  0Oydy 0S Oy 9S80S/

(6.9)
If we insert these expressions into our PDE, cancelling the factor ™7, we first have
(rG + Guay + Gyyi) + 1S(Gaxs + Gyys) (6.10)
0252

(Gxxl‘?g + nyxsys + G,xgg + ny$5y5 + nyy?g + nySS) —rG =0.
(6.11)
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If we rearrange, grouping according to derivatives of G, we then have

(

_|_

2G2 292
? 13) G + (025 25y5) Gy + (Z2242)G,, (6.12)
xXr

2
0252 02S?
xSS)Gm + (yt +rSys +

t +rSrs + ysS)G, = 0. (6.13)

Recall that our goal is to write our PDE, with an appropriate change of coordinates, into
the form G,, = G,. Searching for this change of coordinates, we have from the equation
above that for the PDE to take the desired form, we must have

o25% ,  o*S?

5 rg + 5 ysS +rSys +y; =0 (6.14)
0*S*rgys = 0 (6.15)

252
g 5 rgs +rSrg+x;, =0 (6.16)
025?

5 yz = 0. (6.17)

Since S is non-negative, we can see from our last equation that y is independent of S. We
use this condition to simplify the set of three conditions above:

2512

02 22 4y =0 (6.18)
QS2

U rsS +rSxg+ x; = 0. 6.19
2

We can write the first condition above as

0252

2

2
JZS — _yt.

Since we know that y is independent of S, and thus so is y;, we can conclude that Sxzg is
independent of S as well. If we make the transformation

z(t,S) = BIn(S) + v,

with 3, constants, we see that

Tgg = ;2 (6.21)
Szg = 0. (6.22)

20



This is the simplest transformation that makes x a function of both ¢ and S, yet makes
Sxg independent of S. Substituting our expressions for x and xg into the remaining two
conditions, we have

2122

025 Fy =0 (6.23)
9
25+7‘ﬁ_720. (6.24)

For simplicity’s sake we choose # = 1. This leads us to choose v = r — "72 Finally, we

see that if y, = _T"Q, then the simplest antiderivative is y(t) = %27'. Restating our results,
the simplest change of variables that makes the PDE of the form G, = G, is

x(t,S) = In(S) + (r - %)T (6.25)
y(t) = ";T. (6.26)

With this change of variables, we have a new boundary condition. At time 7', we are now
concerned with when 7 =7 — T = 0. In our change of variables we have that y(7") = 0 and
z(T,S) = In(S) + 0. Thus, we have the boundary condition

G(z(T, S),0) = maz(0,e* ™S — K) = f(x(T)).

We see that this change of variables has brought our partial differential equation under the
conditions and into the form of the heat equation.

¢ Heat Problem

T

q(0,0) = q,() qx,0=7?

q(x,0) = q,(x)

Because we have transformed this equation into this form, we are guaranteed the existence
of a unique solution.

To begin solving this PDE, we make a standard assumption: we assume that G is sepa-
rable. In other words, we can write G in the form

G(r,y) = X(2)Y(y),

o1



thereby "separating” the variables x and y from each other. We then have the partial
derivatives

Gee(z,y) = X"(2)Y () (6.27)
Gy(z,y) = X(2)Y'(y). (6.28)
This gives us
X'(@)Y (y) = X(2)Y'(y) (6.29)
X// Y/
~ -7~ k. (6.30)

The expressions above are equal to the constant k as a consequence of the separation of the
variables x,y. We immediately arrive at the two ordinary differential equations

X'~ kX =0 (6.31)
Y' — kY =0 (6.32)

We can quickly solve the differential equation for Y above, with the general solution of the
form
Y(y) = A,

with A a constant. Using very minimal knowledge of differential equations, we can also solve
the equation for X. It’s general solution is

X(z) = Be'Vk,
where B is also a constant. Multiplying the two solutions we derived above, we have
G(z,y) = Cervtivhe,

Moreover, we know that if ¢;fi(x,y) and ¢y fo(z,y) are solutions to the same differential
equation, then so is ¢; fi(z,y) + cofo(x,y). This result, called the superposition principle,
holds for an arbitrary number of such solutions, so we can write the most general solution
to the differential equation as a continuous sum as the constant varies:

G(z,y) = /00 C(VE)e VR g/,

—00

But what of our boundary condition that will give us a unique solution? Recall, our
boundary condition stated

G(x(T, S(T)),0) = maz(0, " ™5T) _ K).

Moreover, at 7 =T, we know that y = 0.
F(2(T)) = / C(VE)eV* k.
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This expression should look familiar. We know that the Fourier transform of a function g(z)
1s

g«wz/fe%ﬂmmdu

(o)

and from the Fourier inversion formula we also have that

ow) = 5 [ GO

From these formulae we see that C' = 2%]?. Using the Fourier transform, we rewrite

C(Vk) = % /_OO Flw)e Vreqy,

We can now use this formula for C' in our most general solution to the PDE:
1 o oo .
G(z,y) = 2—/ / Flw)eVHE=tky gy g/
T J—0oJ-0

If we integrate first with respect to vk, we then arrive at the integral

1 /Oof( <uw>2d
NG - u)e u.

Recalling our boundary condition that defines f, we can restate the above integral ex-
pression:

G(z,y)

1 OO( " K)e ~ o)
6 —
2Ty Jink

where the lower limit of integration comes from our definition of f. Using this expression for
G, along with the change of variables expressions for = and y, we can rewrite our equation

for F'(¢,5).

G(z,y) = du,

e e
(" — K)e 1% du (6.33)

(uflnS'f('rfé)'r)2

e — K)e 2077 du. (6.34)

20\/ 2T /an

We can write the above integral as a sum:

(u—lnS—(r——)T)2 Ke_TT o —(u—lnS—(r——)‘r‘)2
2027 u — (& 2027 du

a\/27r7 an oV 21T Jink

V(t,S) =

23



We will focus on the first integral in the sum. We will first add and subtract the function
InS 4 r7 to the exponent of the exponential. We will then have in the exponent the quantity

(u—1InS — (r — ”—2)7')2

—rT+u— 52 2 + [(InS +r7) — (InS + r7)] (6.35)
—InS — (r + %)7)?
gy WIS =+ 5)T)” (6.36)
202t

which then gives us the integral equation

_ (u—inS— (r+7)f)2
2027 du.

o\ 27T an

We proceed with the change of variables

2

u—InS—(r+%)r

Q= e 2 (6.37)

0 = 0\1/qu (6.38)
Q(InK) - InK — lnf\;?(r + 5T (6.39)
_Ing _U(T\/; 7T (6.40)

Q(o0) = 0. (6.41)

2
Using the evenness of the function 6_97, the change of variables gives us the integral

ln§+(r+°'2 )T

g 00 7@ R = 2 B ln%—i—(r—k”—;)T

— ) 2 d) = e 2dQ) =5 ,
/27T an—lnS;(jﬁ—%)r /271- 0'\/;

where @ is the cumulative distribution function for a standard normal variable.
—(u—lnS—(r—%)‘r)2

We solve the other integral — % fan 2027 du using a similar change of
variables.
—InS — (r—2
A_UTS =5 (6.42)
o\
1
dA = d A4
- u (6.43)
InK —InS — (r— % Ik —(r—2
Ay = MEZInS = (r = 5)r g = (r = 5 (6.44)
o\/T o\ T
A(o0) = oc. (6.45)
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2
Again using the evenness of e_%, the integral becomes

2
In(£)+(r=%)r

Ke "™ oo 5 Ke™ e 2 lni + (r — a2
—— K_ o2 e dA = ——° / e~ TdA = —Ee*TTq)( rdl 2
\/ﬁ l”?;(\TF:T)T \/% —o U\/F

Summing our two solutions above, we have solved the PDE for the Black-Scholes model
for a European call option:

ln§+(r~|—”—2)7 . lnﬁ%—(r—ﬁ)T
V(t,S):Scb( K e 2 )—Ee <1>( K e 2 )

Discussing the Black-Scholes Equation in the context of the CC model for stock price
motion leads us to an open question worth presenting: is it possible to implement the
surplus-consumption ratio, the key component and revolutionary innovation of CC, in a new
call option pricing formula? Using the work of CC and modifications made to their model
here and elsewhere could lead to a pricing equation for a European call option that better
represents the market. This would be a truly revolutionary contribution.

7 Appendix

7.1 An Introduction to Complex Analysis

To prove the radius of convergence for analytic solutions to the price-dividend differential
equation, we would need to make use of complex analysis (CCH first proposed this method
in [?].) We here present the minimal amount required for our purposes. For a complete
presentation of complex analysis, see the classic [?].

Definition 1. A complez-valued function f(z) = f(z,y) = u(z,y) +iv(z,y) is holomorphic,
or, equivalently, analytic, at zoy if

exists. f(z) is holomorphic if the above is true for all zy where f(z) is defined.

By following this definition of holomorphicity, we arrive at an important result of complex
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analysis.

h—0 h
— lim f(xo + h + Zyo) — f($0 + Zyo) —u, 4 Z'Um
h—0 h,
1 flxo+i(yo+h)) — flxo +iyo)
= lim :
h—0 'Lh
~ lim [u(xo, yo + h) + tv(xo, yo + h)] — [w(zo, yo) + v (z0, o)]
o h—0 Zh
1 _ _
— 1 im u(o, Yo + h) — u(zo, yo) 4 lim v(zo, Yo + h) — v(o, o) — —iuy 4 v, (7.1)
17 h—0 ]’L h—0 h

Since our definition did not define in which direction z is to approach zy, by approaching in
both the purely real and purely imaginary directions, we arrive at both f'(z9) = u, + v,
and f'(z9) = —iu, +v,. From these two equalities we see that for any holomorphic function,
we must have

Uy = Uy

Uy = —Vy.

The above are called the Cauchy-Riemann equations, and any holomorphic function must
satisfy them. Put in another form we can write that for a holomorphic function we must
have

of =0, (7.4)
where 9 = (8, + 10,).
With the definition of a holomorphic function, the Cauchy-Riemann equations, and

Green’s theorem, we can state and prove an important theorem of complex analysis that
will can be utilized later.

Theorem 12. (Cauchy’s Integral Theorem) If we have that f is a holomorphic function
mn a simply connected region D and C is a simple closed curve inside D oriented positively,
then we have that

/C F(2)dz = 0. (75)
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Proof. First, we define the interior of the curve C' as G. Then we have

/C F(2)dz = /a i)+ idy)

= // df A dz (by Green’s Theorem)
€]
0 0
- //(—fdx + a—jyrdy) A (dz + idy)

// dx/\zdy+g—fdy/\dx

//za—f—gd A dy // —+@—dx/\dy

=1 / / 0 (by the Cauchy-Riemann equations)
G
= 0. (7.6)
]

Along with his Integral Theorem, Cauchy also discovered a formula for computing the
value of the line integral of a holomorphic function f along a simple closed curve C' with
positive orientation, where f is holomorphic inside the simply connected region G and C' is
contained in G.

We will consider the case that C' = (' is a circle with center zy and radius R. We define
the circle C, to have center zy and radius » < R with negative orientation. We also define
Ly and Ly to be line segments connecting C'r and C),. with positive orientation. This leads
to defining C'}, and C%, the left- and right-hand portions of Cg, and C! and C?, defined in
the same way. Since we stay away from 2y, we know that the functlon % is holomorphlc

in the regions bounded by C! + Ly — CL + L; = D and by C? — 02 = E. By
Cauchy’s Integral Theorem, we see that
M f(z) ———dz = 0. (7.7)
DR — X0 E R — X0

If we add these two integrals together, we have

/ _f(z) dz =0,
Cr—C, Z — 20

Ry C
Cr Z— 20 [ 2|

1
dz —"dz. 7.8
O R R A (7.

or




Now as r — 0, we know that %ﬁém) — f’(20) since f is holomorphic by assumption.

Moreover, as r — 0 we see that | o %ﬁéze)dz — 0 since C} — zy. Finally, we compute

d 2 6 do
/ S / T — o (7.9)
c,. %2 — 20 0 re’

where z — 2y = re’ and dz = re'idf.

So we can conclude that as r — 0, fCR %dz = f(z0) - 2mi.

We now consider the radius of convergence of a Taylor series for a function f holomorphic
inside a simply connected region G. We consider the Taylor series about zg € G. This result
is extremely important for determining the maximal radius of convergence for a solution to

our ODE.

Theorem 13. The radius of convergence of a power series for f(z) at zy is equal to the
distance from zy to the boundary of the domain of holomorphicity.

Proof. We can assume without loss of generality that zo = 0. Let the distance from 0 to the
boundary of holomorphicity be r. Then C., is a circle with positive orientation, center 0, and
radius r. Let z be in the interior of C). and ¢ on C,.. We will assume that f is continuous on
C... If this is not the case, we would instead use r — € rather than 7.

f(z)= - / SO 4

21 Jo, C— 2

1 11 1 1 /2\F
o Ok = 5 [ 135(F) o
since |—| < 1

Z (27m gkﬂ dg) & (7.10)

k=

since the integral has no k£ argument.
Now if we differentiate our first expression above, we see

YL f(Q)

fH(2) = o /C G —z)k+1dC' (7.11)
Evaluating at 0, we have ©
ORI A

f(0) = i /CT CkHdC. (7.12)

Inserting this in our work above, we have

— i f(k)(o)z’“. (7.13)

k!
k=0
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We did make use of the Cauchy-Kovalevski Theorem for linear second-order ordinary
differential equations. We restate this theorem now and follow it with a proof, which very
closely follows the proof given in [?]. The proof, as well as other parts of the thesis, use some
tools of real analysis. For complete presentations of this subject, see [?] or [?].

Theorem 14. (Cauchy-Kovalevksi Theorem) The initial value problem

y"(2) + a(x)y' (x) + b(x)y(x) = g(z), y(w0) = Yo,y (x0) = 11

with a(x),b(x), g(x) analytic near xo, has a unique analytic solution y(x) near xo with radius
of convergence equal to at least the smallest radius of convergence of a(x),b(z), g(x).

Proof. We take a(x),b(x), and g(x) to be analytic about zo = 0 (WLOG), and we let ry be
the smallest radii of convergence for these functions. So we can write

T) = Z ars” (7.14)
T) = ibksk (7.15)
() =) grs" (7.16)

for any z such that |z| < 9. Moreover, since these series converge for such x (they are
analytic), for any 0 < r < ry we can find M,, My, M, > 0 such that

|ag|r* < M, (7.17)
|bi|r* < M, (7.18)
|gk|r* < M, (7.19)

for each k.
Consider a (for now, formal) analytic solution to the original differential equation:

= Z cpa® (7.20)
k=0

with ¢y = yo and ¢; = y;. Differentiating, we have

y,:ikckx ik+1ck+1$y Zk’ —]. ik—i-l I{?—|—2Ck+2l’
k=1 k=0 k=0

(7.21)
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Inserting these into our differential equation, we have

(k+ 1)(k + 2)cpyoz”™ + (iaksk> <i (k+ 1)cgrx ) <Z bis ) (i ckxk> = igksk

[e.e]

k=0 = k=0
[e'¢) k o0
Z k’ + 1 ]{3 + 2 Ck+2ZE + Z <Zak_j(j + 1)Cj+1>;pk + Z <Zbk—j0j>xk — ngxk
k=0 k=0  j=0 k=0  j=0 k=0
(7.22)
Solving for the coefficient of the kth power of x, we have
k k
(k+1)(k+2)crro = gx — D _ary( + e — Y bejcye (7.23)
=0 =0
Taking absolute values:
k k
(k + 2)(k + Dlenral < lgul + Y lae—i|(G + Dlejaal + D [br—sllcy]
j*O j*O
S "‘Z kjj+1|CJ+1\+Z |C]|
M, M -
< 2+ 23 (G Dlesal + el )77
=0
M, M
<L+ 2 (G Dleal + el )7 + Ml (724)
7=0

where M = max{M,, M,}.
We define Cyy = |¢y| and Cy = |c1|. Moreover, we define Cy, for k > 2 using the recurrence
relation above:

—- k
M, M S
(k + 2)(]{7 + 1)Ck+2 = r_kg + F ((] + 1>Cj+1 + Cj)T’] + MCk+17’ for k Z 0. (725)
=0

In this way we have bounded the original |cx|’s: |cx| < Cj for all k. Thus if we can show
that Y-, Cka® converges, then we know that > ;- cxa® converges as well.

We show that >, , Ciz* converges for all |z| < r using the Ratio Test: if lim sup,,_, ., Cg—:l <
%, then the series converges. Shifting indices in (7.25), we have the two relations:
M M k—1
(k’ + )kOkJrl k gl —+ m Z ((j —+ 1>Cj+1 -+ Cj)TJ -+ MCkT for k Z 1 (726)
=0
M M k—2
k(k — 1)Ck = Tk_—QQ + 7”’9__2 ; ((j + 1>Cj+1 + Cj)TJ + MC’k,lr fOI‘ k Z 2. (727)
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If we multiply the first relation by r, we then have

o

-1

M, M
(k + 1)k?Ck+1T’ = ,r»k‘_—g? —+ Tk_—Z

™

Il
o

(G + DCra +C5 )17 + MCya?

J

e

M, M /<=
= k2 o

k—2

™

((] + 1)Oj+1 + Cj)’f’j + (kC’k + Ck_l)Tk_1> + MC}CTQ

<

j=0

e
N

M, 01 o ) )
- rk—gz + k2 ((] +1)Cj41 + Cj>T] + MECyr + MCy_q)r + MC,r?
j=

= k(k — 1)Ck + ]\Z/k(]kr + MOkT2, (728)

o

where the last equality follows from our second relation above. Associating like terms and
then dividing, we then have

r(k + 1)kChpy < (k:(k — 1)+ Mkr + Mﬁ)ok

Ck:—i—l (k — 1) — k+r
< M . 7.29
C. ety MuToE (7.:29)
Then in the limit we see that limsup,_, Cg—:l < % Moreover, this holds for any 0 < r <

ro. So we see that the formal power series we purported for y converges with a radius of
convergence 1. (More than that, we have legitimized the multiplication and differentiation
of power series that we performed in the above proof.) n

7.2 Proofs for Theorems Presented in Introduction

Before we begin proving the theorems on which the mathematical viability of our modeling
problem rests, we will introduce a piece of notation and prove a lemma that will be helpful.
First, for any « € ®(2(0)), we write

U() =) BU(x(t)2(t + 1)
=0
for the sum of lifetime rewards if the investor were to choose this plan. Recall that by
Assumption 1, we know that U(x) exists and is finite.

Lemma 1. Under Assumption 1, we have that for any initial state x(0) € X and any feasible
plan x € ®(x(0)), ) .
Ulz) = U(x(0), (1)) + BU (x(2), %(3), - - ).

Proof of Lemma 1. As we mentioned above, Assumption 1 tells us that U(x) exists and
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is finite. Rewriting, we have

Zﬁt x(t+1)) (7.30)

= U(x( +626t z(t+1),z(t +2)) (7.31)

= U(x(0),x ())+5U( (2),2(3),---). (7.32)
0J

Our first goal is to prove Theorem 1, the Equivalence of Values, which states that any
solution to (1.9) is a solution to (1.10), and vice versa. But what must occur for these
solutions to coincide? Insight into this question comes from the definitions of these value
functions as suprema. In (1.9), for any initial state x(0) € X a solution must satisfy

V*(z(0)) = sup U(x).
ze€®(z(0))

Invoking Assumption 1 again, we know that all U(z) are bounded, so that, by virtue of being
the supremum, B

V*(z(0)) > U(z) for all z € ®(z(0)). (7.33)
Moreover, using the definition of supremum again, for any € > 0 there must exist y € ®(z(0))

such that )

Vi(2(0)) <U(y) + e (7.34)
The case is very similar for (1.10). By virtue of being a supremum, we have that for any
z(0) € X,

V(z(0)) = U(x(0),y) + 8V (y) (7.35)
for all y € G(x(0)). Again using the definition of supremum, for any ¢ > 0 there must exist
y € X such that

V(z(0)) < U(x(0),y) + SV (y) + €. (7.36)

We will make use of the inequalities in the proof of Theorem 1.
Proof of Theorem 1. Since 3 = 0 produces a triviality, we deal only with the case where
B > 0. Starting with initial state 2(0) € X and z(1) € G(z(0)), we know from (7.34) that,
given € > 0, there exists z; € ®(z(1)) with U(x.) > V*(2(1)) —e. Using (7.33), we have also
that for any x € ®(z(0)), and particularly z. = (2(0),2.), U(z.) < V*(2(0)). We now have

V¥ (2(0)) = U(ze) = U(x(0),2(1)) + BU () = U(2(0),z(1)) + BV (x(1)) — Be,
where the equality follows from Lemma 1. € is arbitrary, so we conclude

V*(2(0)) = U(xe) = U(x(0), 2(1)) + 8U () = U((0),2(1)) + SV (z(1)).

So we see that V* satisfies (7.35).
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If we can also show that V* satisfies (7.36), then we know that any V* that satisfies
(1.9) satisfies (1.10). We again take ¢ > 0. From (7.34) we know that we can find a plan
xl = (x(0),2.(1), 2.(s),---) € ¢(x(0)) with

Y € ) €

U(z)) > V*(2(0) — e

Since z. = (x(0),zL(1),2.(s),---) € P(x(0)), we know that z! = (2/(1),2.(s),---) €

) € ) € €

®(2.(1)). We have
Vi (@(0)) — e < U(af) = U((0), 2c(1)) + BU () < U((0),2(1)) + BV (2(1)),
where the equality again follows from Lemma 1. So we have
Vi(2(0)) < U(x(0), 2(1)) + BV (c(1)) + €,

and we see that V* satisfies (7.36).
We now must show that any V' that is a solution of (1.10) is a solution of (1.9). First we
note that (7.35) implies that for any z(1) € ®(x(0))

V((0)) = U(x(0),2(1)) + £V (x(1)).

We also see that
V(z(t)) > U(x(t),z(t+ 1)) + BV (x(t+ 1)).
Substituting, we have

n

V(z(0)) <Y Ux(t),z(t+1)) + "V (x(n+ 1)) for all n.

t=0

We let x = (2(0),z(1),2(2),---) and have
lim > B'U(x(t), x(t + 1)) = U(x). (7.37)
=0
From Assumption 1, we know that U(x) is finite. Moreover,

lim 8"V (z(n+ 1)) = lim [8"* lim Y~ 6'U(x(t), 2(t + 1))] = 0.

The first equality comes from the definition of V(z(n + 1)); the second equality follows from
(7.37). So we now have

V(x(0)) <> U(x(t),x(t + 1)) = U(x).

63



Note that our result follows for any = € ®(x(0)). So we conclude that V' satisfies (7.33). We
need only show that V' satisfies (7.34) to complete the proof.

Given ¢ > 0, we know from (7.36) that for any ¢ = €(1 — ) > 0 we can find an
ze(1) € G(x(0)) satistying

V(2(0)) < U(x(0), 20(1)) + BV (zo(1)) + €.

We now choose a plan o = (2+(0), xo(1), zs(2),- -+ ) such that z(0) = z(0) and z.(t) €
G(z(t —1)). We thus have

V(l’el(O)) S U(ﬁe’(t), {L‘el(t + 1)) + ﬁV(iL‘E/(t + 1)) + 6/.

Substituting, we have
) < Z Ulze(t),za(t+ 1)+ 8" W (za(n+1)) + € + €0+ +€6" < U(ze).

The last inequality follows from My, —o0 Do Uz (t), 20 (t+ 1)) = U(z,) and that e =
16/6 =Y 2,0 s0€ = = s We conclude that V' satisfies (7.34). O

Proof of Theorem 2. We begln by assumlng that «* = (2(0),2*(1),2*(2),---) is an
optimizing plan for (1.9). In other words, z* attains V*(2(0)). From the theorem we see
immediately that we are concerned with the relationship of one decision with those around
it: 2*(t) and its relationship to x*(t — 1) and z*(¢ +1). We thus define the truncation of our
optimizing plan.

xf = (2" (t),z"(t+1),--).

Reviewing, the first part of the theorem states
V*(z*(t) = U(x*(t),z*(t + 1)) + GV*(z*(t + 1)).

To prove this, we must show that the lifetime utility from x} is optimizing given initial state
x*(t). In other words, we must show that U(z}) = V*(2*(t)). We prove this inductively, and
notice that our base case t = 0 is true by definition.

We assume that U(z}) = V*(2*(t)), with our goal being to show U(z},;) = V*(z*(t+1)).
We can rewrite our induction step:

U(zy) = V*(2"(t)) = U(z"(t),2" (t + 1)) + BU(a7,1)- (7.38)

Now if we consider any feasible (and not necessarily optimizing) plan starting with z*(t+ 1),
say Tpp1 = (2*(t+1),2(t +2),---) € ®(z*(t + 1)). Then since this plan is feasible starting
with 2*(t41), we have obviously that x; = (x*(t), z441) € ®(2*(¢)). V*(2*(¢)) is a supremum,
we have that

Vi (@"(t) = Ulz,) = UX(t), 2"(t + 1)) + BU (2141).
We see from the above inequality and (7.38) that

U(w51) = Uan).
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Since this follows for x4, € ®(2*(¢t+1)), we conclude that zj,, achieves the supremum from
initial state z*(¢ +1). So U(x}, ;) = V*(2*(t + 1)). Using this result, we see

V*z*(t+1)) = U(x}) (7.39)
=U(x*(t), " (t + 1)) + ﬁU(a:;Ll) (7.40)
=U(z"(t),z*(t + 1)) + gV*(z*(t + 1)), (7.41)

where we use the result in the final equality. Thus we have proved the first part of the
theorem.

The second part of the theorem claims that if a plan z* € ®(2(0)) satisfies V*(z*(t)) =
U(x*(t),z*(t + 1)) + pV*(2*(t + 1)), then it also satisfies (1.9). So let’s consider a feasible
plan z* € ®(x(0)). We can then write

Vi (x(0)) = U(z*(0), 2"(1)) + V" (2" (1)) (7.42)
= U(2"(0),27(1)) + (U (2" (1), 2(2)) + V" (27(2))) (7.43)
= U(2*(0),2"(1)) + BU (2" (1), 27(2)) + S*(U(2*(2),27(3)) + BV (2°(3))) (7-44)
— (7.45)
=Y BU(x*(t),z*(t + 1)) + gV* (2" (n + 1)). (7.46)

From Assumption 1 we know that V*(-) is bounded, so we see

U(x") = lim > AU (t), 2% (t+ 1)) + BTV (" (n + 1)) (7.47)
= lim > BU (), 2% (t + 1)) (7.48)
= V*(x(0)). (7.49)

This proves the second claim of Theorem 2. [J

Proof of Theorem 4. Theorem 4 claims that unique V satisfying (1.10)is strictly concave.
Let C(X) be the set of continuous functions over X, which is compact by Assumption 2. In
fact, since X is compact, we have from basic topology that each f € C'(X) is bounded. On
this space we apply the sup norm ||f|| = sup,cy |f(z)|. It can be proved that this metric
space with its metric defined by the norm above is complete. We then define C'(X) C C(X)
to be the set of bounded, continuous, weakly concave functions over X. Finally, we define
C"(X) c C'(X) C C(X) to be the set of bounded, continuous, strictly concave functions
over X. Note that weak concavity is a closed condition, but strict concavity is an open
condition. Thus C'(X) is a closed subset whereas C"(X) is open. From Theorem 3, we have
that the solution V to (1.10) is an element of C(X). We now define an operator on any
Ve C(X):

TV(w) = max (Ulz.y) + V()

yeG

65



In the Proof of Theorem 3 we proved that 7' is a contraction, and thus the fixed point
TV =V is a solution to (1.10). We now introduce a very useful theorem.

Theorem 15. Let T : X — X be a contraction mapping on a complete metric space (X,d).
Let x € X satisfy Tx = x. Finally, let X' C X is closed. If T(X') C X" C X', thenz € X".

With this theorem, if we can show that T(C'(X)) ¢ C"(X) ¢ C'(X), then we know
that the solution and fixed point V is in C”(X). To prove this, let’s consider a function
W € C'(X). Also, we consider two distinct points z,z’ € X and define any point in their
convex hull z, == ax + (1 — a)2’, where a € (0,1). Then for the state vectors z,z’ € X we
choose y € G(x) and 3y € G(2') so that y and 3’ satisfy the Bellman equation (1.10) for z
and 2/, respectively. Then by virtue of their optimizing properties, we have

TW(x) = Ulz,y) + W (y)
TW(2') =U(,y) + W (Y). (7.50)

We now use Assumption 3: we have that G is convex, so we have that

Yo = ay + (1 —a)y' € G(x,).

Thus,
TW(xa) = U(Za, Ya) + BW (Ya) (7.51)
> a(Ula,y) + BW(y)) + (1= o) (U ) + AW () (7.52)
= aTW (z) + (1 — a)TW (). (7.53)

The above equalities and inequalities require some explanation. The weak inequality follows
since ¥y, may not be maximizing for state x,. The strict inequality follows from the assump-
tion (Assumption 3) of strict concavity of U and concavity of W (W € C'(X)). Finally,
the equality follows from (7.50). We conclude that TW (z,) > oTW(x) + (1 — a)TW (2'),
and thus TW € C"(X). Since this follows for each W € C'(X), Theorem 4 follows from
Theorem 15. [

Proof of Theorem 5. We will use Theorem 15 again to prove Theorem 5. Here we alter
our definitions for C"(X) c C'(X) € C(X). We now let C'(X) be the set of bounded,
continuous, nondecreasing functions over X, and we let C”(X) be the set of bounded, con-
tinuous, strictly increasing functions over X. Again we observe that C'(X) is a closed subset
while C"(X) is open. By Theorem 15, if we can show that T'(C'(X)) € C"(X), where T is
as defined above, then we will have that the fixed point for 7" is in C"(X).

Consider W € C'(X). From Assumption 4 we have that U is strictly increasing. Since
W ee C'(X) and is this nondecreasing, we see that maxyeq ) {U(x,y) + W (y)} is strictly
increasing. But TW (z) = maxyeq) {U(z,y) + 6W (y)}, so we conclude that TW € C"(X).
This concludes the proof. [

For proofs of Theorems 3, 6, and 7 and Corollary 1, refer to Acemoglu [?].
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