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The objective of this course is to illustrate how VAR models can be applied to empirical models in
finance and macroeconomics. We first illustrate how present value models are constructed and
why they constitute a framework for integrating macroeconomic information in the determination of
asset prices. We shall then illustrate the empirics by considering in turn, the Bond Market, the
Stock Market the relation between Wealth and Consumer Behaviour and the analysis of the
macroeconomic impact of fiscal policy. Data and draft of the MATLAB and E-VIEWS programme
for replication are made available here, as well as a reading list for the discussion.

EXAM: The exam consists in an essay that each student has to write individually. Each essay
should be based on one of the articles included in the reading list. Different students are not
allowed to work on the same article. Each essay should contain three compulsory parts: 1)
Replication of the main results in the original article 2) A referee's report on the article 3) A
proposal, based on 1) and 2), for further research on the topic of the article.

VARs and CVARs in macroeconomics and finance.
Models for the Term Structure

Consumption and Asset Price Fluctuations, long-run risk
Present Value Models for the Stock Market

The Econometric Analysis of Fiscal Policy
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1. VARs and CVARSs in macroeconomics and finance.

VARs and CVARs

Using VAR models

Identification and Description of VAR models

From VAR Innovations to Structural Shocks

Structural Shocks identified independently from VARs
Cointegration and Multivariate Trend-Cycle Decompositions
Global VARSs

VARSs in Finance

VARS in Macro
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Campbell J.Y., AW. Lo and A.C.MacKinley (1997) The Econometrics of Financial Markets,
Princeton University Press, Chapter 7

Campbell J.Y. and R.J. Shiller (1987) "Cointegration and Tests of Present Value Models", Journal
of Political Economy, 95, 5, 1062-1088

Cochrane J. (2000) "Asset Pricing", Princeton University Press, Chapter 20

Cochrane J.(1994) "Permanent and Transitory Components of GNP and Stock Prices", the
Quatrterly Journal of Economics, 109, 1, 241-26

Campbell J.Y. and R.J. Shiller(1988) "Interpreting Cointegrated Models" NBER W.P. 2568
Garratt A., D. Robertson ans S.Wright(2003) "Permanent vs Transitory Components and Economic
Fundamentals”, mimeo

Lettau M. and S.Ludvigson(2004) Understanding Trend and Cycle in Asset Values: Reevaluating




the Wealth Effect on Consumption. American Economic Review, 2004, March, Volume 94, No. 1,
pages 276-299.
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2. Models for the Term Structure

Single Equation Evidence on the Expectations Theory
The Present Value approach

Factor Models of the Term Structure

Ad hoc Factor Models

No Arbitrage Factor Models

Affine Term Structure Models
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3. Consumption and Asset Price Fluctuation, long-run risk

Consumption and Asset Pricing Puzzles

Long-run Consumption Growth

Stock returns and Cointegration between Consumption and Wealth
Consumption and Present Value Models for the Stock Market
Long-Run Risk
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Bansal R.(2007) Long-run risk and Financial Markets, Federal Reserve Bank of St Loouis

Bansal Yaron (2002) Risk for the Long-run: a Potential Resolution of asset pricing puzzles

Bansal, Dittmar and Kiku (2007) "Cointegration and Consumption risk in Asset Returns" Review of
Financial Studies

Beeler J and J.Campbell (2009) "The long-run risks model and aggregate asset prices: an
empirical assessment"

Campbell J.Y., AW. Lo, and A.C. MacKinlay(1997) "The Econometrics of Financial Markets",
Princeton University Press

Cochrane J.(2001) "Asset Pricing", Princeton University Press

Cochrane J.(2005) Financial Markets and the Real Economy, mimeo Chicago GSB.

Cochrane J.Y. and Hansen L.(1992) "Asset Pricing Explorations for Macroeconomics, NBER
Macroeconomics Annual, vol.7, pp 115-165.

Epstein L. and S.Zin,(1989), "Substitution, Risk Aversion and the Temporal Behaviour of
Consumption and Asset returns: A theoretical framework™ Econometrica, 57, 937-968

Hansen L.P., J.C. Heaton and N.Li(2004) "Consumption Strikes Back?",

Julliard P.(2004) "Labor Income Risk and Asset Returns", Job Market Paper, Princeton University
M.Lettau and S.Ludvigson (2001) "Consumption, Aggregate Wealth and Expected Stock Returns”,
Journal of Finance, 56,3, 815-854

Parker J.A and C.Julliard(2003) "Consumption Risk and Cross-Sectional Returns”, NBER Working
Paper 9538

Sargent T (2007) Commentary to Bansal, Long-run risk and Financial Markets, Federal Reserve
Bank of St Louis

EXERCISE 4

DATA AND CODES

4. Present Value Models for the Stock Market and the Term Structure of Stock Market Risk
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