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Summary

This dissertation is comprised of six papers I have written during my Ph.D. thesis. Chapter
1 is titled “When Can Life-cycle Investors Benefit from Time-varying Bond Risk Premia?”
and Chapter 2 “Optimal Annuity Risk Management.” Both chapters have been co-authored
by Theo Nijman and Bas Werker. Chapter 3 is titled “Optimal Decentralized Investment
Management,” and is joint work with Jules van Binsbergen and Michael Brandt. It is
forthcoming in the Journal of Finance. Chapter 4, “Mortgage Timing,” is co-authored by
Otto Van Hemert and Stijn Van Nieuwerburgh. It has been awarded the Glucksman First
Place Research Prize for “Best Working Paper in Finance” 2007/8, Stern, NYU. Chapter 5
is titled “Predictive Regressions: A Present-value Approach,” which is joint work with Jules
van Binsbergen. Chapter 6 is my job market paper titled “The Cross-section of Managerial
Ability and Risk Preferences.”
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Chapter 1

When Can Life-cycle Investors
Benefit from Time-varying Bond Risk

Premia?

Abstract

We study the consumption and portfolio choice problem for a life-cycle investor who allocates
wealth to equity and bond markets. Consistent with recent empirical evidence, we accommodate
time variation in bond risk premia. We analyze whether and when the investor, who has to comply
with borrowing, short-sales, and liquidity constraints, can exploit variation in bond risk premia.
The extent to which life-cycle constraints actually restrict dynamic bond strategies depends on the
prevailing bond risk premia, the investor’s age, as well as return and income realizations to date.
On average, the investor is able to time bond markets only as of age 45. Tilts in the optimal asset
allocation in response to changes in bond risk premia exhibit pronounced life-cycle patterns that
are markedly different for the real interest rate risk premium and the inflation risk premium. We
find that the economic gains realized by bond timing strategies peak around age 50 and are hump
shaped over the life-cycle. The additional gains realized by implementing hedging strategies are
hump shaped as well, but negligible in economic terms. To solve the model, we extend recently
developed simulation-based techniques to life-cycle problems that feature multiple state variables.

1.1 Introduction

Recent studies show that long-term nominal bond returns are predictable. Cochrane and
Piazzesi (2005), for instance, report that a single predictor variable, which is a linear com-
bination of forward rates, explains up to 44% of the variation in long-term bond returns in
excess of the one-year rate at an annual horizon. This suggests that investors can construct
dynamic bond strategies that take advantage of this stylized fact. Indeed, Sangvinatsos
and Wachter (2005) show that (unconstrained) long-term investors can realize large gains

by exploiting time variation in bond risk premia. We focus on life-cycle investors instead.
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These investors typically have to comply with a myriad of constraints like borrowing, short-
sales, and liquidity constraints. Life-cycle constraints potentially interfere with the dynamic
strategies designed to benefit from time variation in bond risk premia. We show that the
way these constraints actually restrict the individual’s optimal strategies depends crucially
on the stage of the individual’s life-cycle as well as on the realization of labor income innova-
tions and asset returns to date. In particular, we analyze the interaction between individual
constraints and time-varying, market-wide investment opportunities over the life-cycle. It is
this interaction that leads to pronounced life-cycle patterns in the value derived from tim-
ing bond markets for myopic (short-term) investors, and inhibits long-term investors to act

strategically by constructing hedging portfolios.

How do life-cycle constraints interfere with dynamic bond strategies? We distinguish,
broadly speaking, four periods in the individual’s life-cycle up to retirement. The first
period (age 25 to 35) is characterized by a large stock of non-tradable human capital. The
individual is not able to capitalize on future labor to increase today’s consumption for reasons
of adverse selection and moral hazard. The investor, therefore, consumes (almost) all income
available and hardly participates in financial markets. During the second stage (age 35 to
45), the investor begins to accumulate financial wealth and allocates it almost exclusively to
equity markets. Human capital resembles a (non-tradable) position in inflation-linked bonds,
which reduces the individual’s effective risk aversion in our model.! Moreover, the life-cycle
constraints prohibit the individual to construct long-short portfolios that exploit attractive
investment opportunities in bond markets. To invest in long-term bonds, the individual has
to reduce the equity allocation. The opportunity costs of doing so are simply too high at
this stage for an empirically plausible range of bond risk premia. In the third period (age 45
to 55), the individual holds substantial bond positions as the position in human capital
diminished sufficiently. In addition, the individual optimally tilts the portfolio towards
long-term nominal bonds in periods of high bond risk premia. These tilts are economically
significant and range from —20% to +40% for a plausible range of bond risk premia. During
the fourth, and final, period (age 55 to 65), the stock of human capital has largely been
depleted and the individual behaves more conservatively as a result. In addition to stocks
and long-term bonds, the individual holds cash positions (15% on average at age 65). The
opportunity costs of reducing the cash position to tilt the portfolio to long-term bonds are

smaller than the opportunity costs of cutting back on the equity allocation. This implies that

IThere are in fact two effects at work here. Absent of idiosyncratic risk, the stock of human capital is
equivalent to a (non-tradable) position in inflation-linked bonds. This endowment lowers the effective risk
aversion of the investor. The idiosyncratic risk component, however, increases the effective risk aversion, see
for instance Gollier and Pratt (1996) and Viceira (2001). The first effect outweighs the latter in our model,
as is also found in Cocco, Gomes, and Maenhout (2005). This implies in turn that the investor acts more
aggressively if the stock of human capital is large relative to financial wealth.
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in periods of high bond risk premia, the investor first reduces the cash position and, only for
relatively high bond risk premia, the equity allocation as well. This results in pronounced

life-cycle patterns in the tilts caused by variation in bond risk premia.

To understand the interaction between constraints and time-varying investment opportu-
nities to its fullest extent, we introduce three types of life-cycle investors. These investors are
distinguished by their ability (or skill level) to successfully take advantage of time variation
in bond risk premia. The first investor optimally exploits short-term variation in investment
opportunities. In addition, this investor acts strategically and constructs hedging portfolios
that pay off when bond risk premia turn out to be low to further smooth consumption over
time. The second investor we consider takes the current bond risk premia into account in her
portfolio choice, but abstracts from any strategic motives and, therefore, behaves condition-
ally myopically. The last, and least sophisticated, investor ignores conditioning information
on bond risk premia all together. By analyzing these investors, we estimate the benefits of
timing bond markets myopically and the additional benefits of acting strategically over the

life-cycle.

The optimal allocation to long-term bonds and the magnitude of the tilts induced by
variation in bond risk premia depend on labor income innovations and investment returns
that have realized to date. After all, it is the amount of human capital relative to financial
wealth that determines the individual’s effective risk aversion (Bodie, Merton, and Samuelson
(1992)), and thus how the individual’s portfolio responds to changes in bond risk premia.
A string of bad returns increases this ratio and, as a result, decreases the effective risk
aversion. In similar vein, unfortunate labor income shocks decrease the ratio of human
capital to financial wealth and increase the effective risk aversion. We show that past asset
returns and income innovations, and in particular its interaction with the investor’s age, are

important determinants of the value derived from timing bond markets.

We consider the life-cycle consumption and portfolio choice problem for an individual
that has access to equity and bond markets, taking into account risky and non-tradable
human capital, realistic investment constraints, and time-varying bond risk premia. We
calibrate our model on the basis of US data over the period January 1959 to December 2005.
We provide three important contributions to the extant literature. First, we show that the
individual can exploit short-term variation in bond risk premia only during later stages (as
of age 45) of the life-cycle. Life-cycle constraints prevent investors to do so before that age.
We decompose the total nominal bond risk premium into a real interest rate risk premium
and expected inflation risk premium. Our estimates imply that the expected inflation risk
premium is more persistent than the real interest rate risk premium. Consequently, tilts

induced by time-varying inflation risk premia turn out to be more pronounced than those
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due to changes in real interest rate risk premia. As the individual ages, two effects come
into play. On one hand, the before-mentioned constraints become less restrictive due to the
decreased ratio of human capital to financial wealth. On the other hand, the investor becomes
more conservative due to the lower amount of human capital. The first effect dominates for
the inflation risk premium and we find that tilts in the long-term bond and cash allocation
are increasing over the life-cycle, but hump-shaped for equity in response to changes in the
inflation risk premium. In contrast, the second effect dominates for the real rate premium,

which implies that tilts in the allocation to all assets are hump shaped instead.

Second, we analyze when individuals can actually benefit from time-varying bond risk
premia by introducing the three types of life-cycle investors. We find that the value of timing
bond markets is around 50 basis points (bp) of certainty equivalent consumption at age 25,
then increases monotonically to 90bp at age 50, and subsequently decreases to 60bp at age
60. The value of behaving strategically by constructing hedging demands is negligible (at

most 2bp of certainty equivalent consumption).

Third, in deriving our results, we extend the recently developed simulation-based ap-
proach by Brandt, Goyal, Santa-Clara, and Stroud (2005). Specifically, we improve upon
the optimization over the optimal asset allocation and show how to optimize over consump-
tion in a computationally efficient way by combining the simulation-based approach with
the endogenous grid method introduced by Carroll (2006). We thus show how simulation-
based techniques can prove useful to solve complex life-cycle problems with multiple state
variables. A separate appendix that is available online contains further details. In another
application, Chapman and Xu (2007) use our approach to solve for the optimal consumption

and investment problem of mutual fund managers.

Our results contrast sharply with the recent strategic asset allocation studies that argue
that behaving myopically as opposed to strategically induces large utility costs on part of the
investor.? The value of strategic behavior is lower than in related strategic asset allocation
studies for three reasons. First, life-cycle constraints inhibit particular dynamic strategies
that take advantage of time-varying bond risk premia. To construct hedging demands,
the investor has to reduce the speculative portfolio, which is too costly for a substantial
period of the individual’s life-cycle. Second, human capital substitutes, in our benchmark
specification for individual characteristics, for long-term bonds. As a result, long-term bonds
are not part of the investment portfolio of young individuals and there is no need to hedge
the corresponding investment opportunities either. Third, Wachter (2002) shows that the
effective horizon in intermediate consumption problems is shorter than the last period in

which the investor consumes. Wachter (2002) illustrates in a model with predictable equity

2See for instance Campbell, Chan, and Viceira (2003) and Sangvinatsos and Wachter (2005).
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returns that the optimal strategy of a 30-year intermediate consumption investor has an
effective investment horizon that is shorter than a 10-year terminal wealth investor. This
implies that, at the age where our life-cycle investor holds considerable bond positions,

hedging time variation in investment opportunities becomes useless.

Section 1.4 analyzes how our results modify for (i) different risk preferences of the in-
vestor, (ii) different income levels corresponding to various education levels, (iii) different
correlations of income risk and asset returns, and (iv) changes in the asset menu. Although
these robustness checks indicate that it is important to account for individual-specific char-
acteristics and the asset menu available for the exact implementation of the strategies, our

main results carry over to these different cases.

We focus explicitly on time-varying bond risk premia, instead of the equity risk pre-
mium, for three reasons. First, there is robust empirical evidence supporting bond return
predictability, see Dai and Singleton (2002) and Cochrane and Piazzesi (2005). Predictabil-
ity of equity returns is, in contrast, still heavily debated as can be deduced from recent
studies by Ang and Bekaert (2007), Campbell and Yogo (2006), Cochrane (2006), Goyal
and Welch (2003), Goyal and Welch (2006), Lettau and van Nieuwerburgh (2006), Pastor
and Stambaugh (2006), and Binsbergen and Koijen (2007). Second, long-term bonds are
of particular interest to long-term investors that are generally entitled to a stream of labor
income. This (non-tradable) position in labor income is equivalent to a particular position
in inflation-linked bonds together with an idiosyncratic risk component. It is therefore im-
portant to understand the demand for long-term nominal bonds in the presence of labor
income, in particular when bond risk premia vary over time. Third, Lynch and Tan (2006)
and Benzoni, Collin-Dufresne, and Goldstein (2006) explore the intermediate consumption
problem with predictable equity returns,® but in absence of long-term bonds. Time-varying
bond risk premia, and their interaction with individual constraints in a life-cycle framework,

has not been analyzed so far and is the subject of this paper.

Our model of the financial market accommodates time-varying interest rates, inflation
rates, and bond risk premia. Our model is closely related to Brennan and Xia (2002) and
Campbell and Viceira (2001b), but both papers assume bond risk premia to be constant.
These papers study the optimal demand for long-term bonds and show that it is optimal to
hedge time variation in real interest rates, in particular for conservative investors.* Sangv-
inatsos and Wachter (2005) do allow for time variation in bond risk premia. They conclude
that long-term investors that are not restricted by portfolio constraints and not endowed

with non-tradable labor income can realize large economic gains by both timing bond mar-

3Studies that study the role of stock return predictability include Balduzzi and Lynch (1999), Brandt
(1999), Campbell and Viceira (1999), Lynch and Balduzzi (2000), and Lynch (2001).
4See also Wachter (2003).
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kets and hedging time variation in bond risk premia. This is in line with the recent asset
allocation literature, which emphasizes the importance of time-varying risk premia for both
tactical, short-term investors and strategic, long-term investors, see Barberis (2000), Brandt
(1999), and Campbell and Viceira (1999), Campbell, Chan, and Viceira (2003), Jurek and
Viceira (2007), and Wachter (2002). However, the focus of these papers is not on life-cycle

investors with its inherent constraints and labor income.

Our paper also relates to the life-cycle literature, see Cocco, Gomes, and Maenhout
(2005), Gomes and Michaelides (2005), Gourinchas and Parker (2002), Heaton and Lucas
(1997), and Viceira (2001). These papers focus predominantly on the impact of risky, non-
tradable human capital on the consumption and portfolio choice decision. These studies find
(i) that there are strong age effects in the optimal asset allocation as a result of changing
human capital, (ii) find binding liquidity constraints during early stages of the individual’s
life-cycle, (iii) find a negative relation between income risk and the optimal equity allocation,
and (iv) find a high sensitivity of the optimal asset allocation to correlation between income
risk and financial market risks. However, these papers restrict attention to financial markets
with constant investment opportunities,® including constant interest and inflation rates, and

bond risk premia.

Closest to our paper are presumably Munk and Sgrensen (2005) and Van Hemert (2006).
Both papers allow for risky, non-tradable labor income and impose standard constraints
on the strategies implemented. Munk and Sgrensen (2005) accommodate stochastic real
rates, but assume inflation rates and bond risk premia to be constant. Van Hemert (2006)
does allow for stochastic inflation rates and includes housing, but assumes risk premia to
be constant. We allow for time variation in bond risk premia instead and analyze how
individuals can benefit from such time variation over the life-cycle. We thus examine the
interaction between exploiting time variation in investment opportunities and both realistic
life-cycle constraints and changing labor income. As these constraints interfere with the op-
timal strategies derived for unconstrained investors without labor income, we reach different
conclusions. We, therefore, integrate the long-term dynamic asset allocation and life-cycle

literature.

This paper continues as follows. Section 1.2 introduces the financial market and the
individual’s life-cycle problem. We solve for the optimal life-cycle consumption and portfolio
choice problem for the three types of investors and our benchmark specification for individual
characteristics in Section 1.3. We determine in addition the economic gains of timing and/or

hedging variation in bond risk premia. Section 1.4 repeats the analysis for different individual

®Gourinchas and Parker (2002) focus on optimal consumption policies and wealth accumulation, and
abstract from optimal life-cycle portfolio choice.
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characteristics and asset menus. Finally, Section 1.5 concludes. Two appendices contain
further technical details. The numerical method used in this paper to solve the life-cycle

problem is described in detail in the technical appendix Koijen, Nijman, and Werker (2007b).

1.2 Financial market and the individual’s problem

1.2.1 Financial market

Our financial market accommodates time variation in bond risk premia. The model we
propose is closely related to Brennan and Xia (2002), Campbell and Viceira (2001b), and
Sangvinatsos and Wachter (2005). Brennan and Xia (2002) and Campbell and Viceira
(2001b) propose two-factor models of the term structure, where the factors are identified as
the real interest rate and expected inflation. Both models assume that bond risk premia
are constant. Sangvinatsos and Wachter (2005) use a three-factor term structure model
with latent factors and accommodate time variation in bond risk premia, in line with Duffee
(2002). We consider a model with a factor structure as in Brennan and Xia (2002) and
Campbell and Viceira (2001b), but generalize these models by allowing for time-varying

bond risk premia.

The asset menu of the life-cycle investor includes a stock (index), long-term nominal
bonds, and a nominal money market account. We start with a model for the instantaneous

real interest rate, r, which is assumed to be driven by a single factor, X,
Ty = 57‘ + Xlta (57« > 0. (11)

To accommodate the first-order autocorrelation in the real interest rate, we model X; to be

mean-reverting around zero, i.e.,

Xmt = —liletdt + O'idZt, o1 € R4, k1 > 0, (12)
where Z € R**! is a vector of independent Brownian motions driving the uncertainty in the
financial market. Any correlation between the processes is captured by the volatility vectors.

We postulate a process for the (commodity) price index to link the real and nominal side

of the economy, II,

dIl
ft = mdt + o dZ;, og e RY, Ty =1, (1.3)
t

where 7; denotes the instantaneous expected inflation. Instantaneous expected inflation is
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assumed to be affine in a second factor, X,
T = 57T -+ th, (571— > 0, (]_4)
where the second term structure factor exhibits the mean-reverting dynamics

dX2t = —lingtdt —+ O'édZt, 09 € R4, Ko > 0. (15)

Concerning the stock (index), S, we postulate

ds.

?t = (R, +15) dt + 05dZ,, 05 € RY, (1.6)
t

where R; is the instantaneous nominal interest rate to be derived later (see (1.11)) and ng

the constant equity risk premium.

To complete our model, we specify an affine model for the term structure of interest rates
by assuming that the prices of risk are affine in the real rate and expected inflation. More
precisely, the nominal state price density ¢® is given by

d¢?

oF

We assume that the time-varying prices of risk A; are affine in the term structure factors X;
and Xo,

A= Ao+ M X, (1.8)

and X; = (Xy4, Xot). We thus adopt the essentially affine model as proposed by Duffee (2002).

In the nomenclature of Dai and Singleton (2000), the model proposed can be classified as
Ay(2).

This specification accommodates time variation in bond risk premia as advocated by, for
instance, Dai and Singleton (2002) and Cochrane and Piazzesi (2005). As we assume the

equity risk premium to be constant, we have
oshi = s, (1.9)

which restricts A;.
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Given the nominal state price density in (1.7), we find for the real state price density, ¢,

dg.

¢ = —(Rt — T + O'II—IAt)dt - (A; — O'II—I)dZt (]_]_0)
t

= —rdt — (A} — o)dZ;.
As a consequence, we obtain for the instantaneous nominal interest rate

Rt = ’rt_'_ﬂ-t_af‘[At (111)
= Op+ (LIQ - U{IAl) Xt

where g = 0, + 0, — 0;;Ag. The conditions specified in Duffie and Kan (1996) to ensure
that both nominal and real bond prices are exponentially affine in the state variables are

satisfied. Hence, we find for the prices of a nominal bond at time ¢ with a maturity ¢ + 7,
P(t,t+ 1) = exp(A(T) + B(1)' X}), (1.12)
and for an inflation-linked bond
PR(t,t + 1) = exp(Af(7) + BE(1)'X,), (1.13)

where A(7), B(7), Af(7), Bf(7), and the corresponding derivations are provided in Ap-
pendix 1.A. Note that the nominal price process of a real bond is scaled by changes in the

price index, i.e., the nominal price process of a real bond evolves as

d (ILPE(t, ¢ + 7))
ILPR(t,t + 7)

= (R + B™(1)'Sx A + ofjAy) dt + (B (1) Sx + oy) dZ,.  (1.14)

1.2.2 Individual’s preferences, labor income, and constraints

We consider a life-cycle investor who starts working at age to = 0 and retires at age 7.
The individual derives utility from real consumption, C;/II;, and real retirement capital,
W /Tlp. The individual’s preferences are summarized by a time-separable, constant relative

risk aversion utility index. More formally, the individual solves®

T—-1 1— 1—

ﬁt Cy 7 <PﬁT Wr 7
E “t oo (AT 1.15
(Crad%, to (Zl—fy 10, T\ ’ (1.15)

t=to

where ¢ governs the utility value of terminal wealth relative to intermediate consumption,

[ denotes the subjective discount factor, and K, summarizes the constraints that have to be

6Recall that we normalize the price index at time 0 to one.
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satisfied by the consumption and investment strategy at time ¢t. We discuss these constraints
in detail below. The fraction of wealth allocated to the risky assets at time ¢ is indicated by

x. The remainder, 1 — ¢, is allocated to a nominal cash account.

The nominal, gross asset returns are denoted by R; and the nominal, gross return on the
single-period cash account is indicated by R{ . The dynamics of financial wealth, W, is then

given by
Weer = (W = Cp) (a1 (Res = oBE) + B ) + Vi, (1.16)

in which Y; denotes the income received at time ¢ in nominal terms. The supply of labor
is assumed to be exogenous.” For notational convenience, we formulate the problem in real

terms, with small letters indicating real counterparts, i.e.,

G, Wi RIL , R, Y,

— = —, 1.17
Ct Htil 9 rt Ht 9 yt Ht ( )

The resulting budget constraint in real terms reads
Wi = (Wi — ¢) (33; <7"t+1 - ”"{+1> + 7"{+1> + Y1 (1.18)

The state variables are given by (X, y:, w;) and the control variables by (¢, x;), i.e., the
consumption and investment choice. The set K; = K(w;) summarizes the constraints on
the consumption and investment policy. First, we assume that the investor is liquidity

constrained, i.e.,
Ct < Wy, (119)

which implies that the investor cannot borrow against future labor income to increase today’s

consumption. Second, we impose standard borrowing and short-sales constraints
i > 0and Jxp < 1. (1.20)
Formally, we have
K(w) ={(c,z) : ¢ <wy x>0, and o < 1}. (1.21)

Note that the investor cannot default within the model as a result of these constraints.®

"Chan and Viceira (2000) relax this assumption and consider an individual who can supply labor income
flexibly instead.
8Davis, Kubler, and Willen (2003) and Cocco, Gomes, and Maenhout (2005) accommodate costly bor-
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We model real income in any specific period as

Yyt = exp(gr + v + ), (1.22)

2

2) and u; ~ N(0,02). This representation follows

with v411 = 14 + w41, where ¢ ~ N(0,0
Cocco, Gomes, and Maenhout (2005) and allows for both transitory (¢) and permanent (u)
shocks to labor income. We calibrate g; consistently with Cocco, Gomes, and Maenhout
(2005) to capture the familiar hump-shaped pattern in labor income over the life-cycle (see
Section 1.2.4 for details). In our benchmark specification, both income shocks will be un-
correlated with financial market risks. In Section 1.4, we also consider the case in which

permanent income shocks, i.e., u;, are correlated with financial market risks.

We solve for the individual’s optimal consumption and investment policies by dynamic
programming. The investor consumes all financial wealth in the final period, which implies
that we exactly know the utility derived from terminal wealth wy. More specifically, the
time-T" value function is given by

1=y

w
Jr(wr, Xr,yr) = <P1 _T,Y : (1.23)

For all other time periods, we have the following Bellman equation

1=y
c
J(wy, X, y1) = ( ma)%c (11 ~ + BE, (Jt+1(wt+17Xt+1,yt+1))) . (1.24)

The solution method used to solve this life-cycle problem is discussed in full detail in the

technical appendix Koijen, Nijman, and Werker (2007Db).

1.2.3 Types of life-cycle investors

We consider three types of investors that are distinguished by their ability to account for time
variation in bond risk premia in their consumption and portfolio choice. We refer to the first
investor as the ‘Strategic Investor’. This investor follows the optimal life-cycle consumption
and portfolio choice strategy. The Strategic Investor implements short-term (myopic) timing
strategies to take advantage of the prevailing bond risk premia. In addition to myopic timing
strategies, the Strategic Investor holds hedging portfolios that pay off when future bond risk

premia turn out to be low to further smooth consumption over time.

The second investor we consider is the ‘Conditionally Myopic Investor’. The Condition-

ally Myopic Investor does implement short-term bond timing strategies as well, but ignores

rowing and allow the investor to default (endogenously) within their model.
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the correlation between asset returns and the state variables governing future investment
opportunities. As a result, this investor will not hold hedging demands and behaves (con-
ditionally) myopically. Formally, this implies that this investor perceives k; = 0, while o;
(1 = 1,2) is adapted to match the unconditional covariance matrix of the term structure
factors. Furthermore, the term structure factors are uncorrelated with future asset returns.”

The third investor we analyze is termed the ‘Unconditionally Myopic Investor’. This
investor ignores time variation in bond risk premia all together. Such an investor has been
studied in detail in the life-cycle literature (see for instance Cocco, Gomes, and Maenhout
(2005)). Formally, the Unconditionally Myopic Investor perceives, in addition to the con-
straints for the Conditionally Myopic Investor, that A; = 0. The technical appendix Koijen,
Nijman, and Werker (2007b) shows how the simulation-based solution method can be used

to determine the optimal strategies for these three investors in a life-cycle problem.

By considering these three types of investors, distinguished by their ability to take ad-
vantage of time-varying bond risk premia, we can analyze if and, if so, when it is important
to time bond markets myopically (i.e., the Conditionally Myopic Investor versus the Uncon-
ditionally Myopic Investor) and whether behaving strategically by holding hedging portfolios
adds value (i.e., the Strategic Investor versus the Conditionally Myopic Investor). Our par-
ticular definition of myopia may seem unconventional since we do allow the individual’s
strategy to depend on current wealth relative to human capital. However, in absence of hu-
man capital, our definition coincides with the ones used in the recent strategic asset allocation
literature, see Campbell and Viceira (1999), Jurek and Viceira (2007), and Sangvinatsos and
Wachter (2005). We thus introduce a notion of (financial market) myopia in life-cycle models
and use it in turn to analyze when life-cycle investors can exploit time variation in bond risk

premia.

1.2.4 Estimation of the model

We now estimate our specification of the financial market introduced in Section 1.2.1. Sec-
tion 1.2.4 describes the data that we use in estimation and we report in Section 1.2.4 the
estimation results. In Section 1.2.4 we provide the individual-specific parameters of the

individual’s preferences and income process.

9There are in fact two possible approaches. On one hand, we can estimate a version of the model with
restrictions on the conditioning information used, and derive the optimal policies in that case. On the
other hand, we can derive the unconditional distribution from the model, which is the approach we take.
Asymptotically, both approaches are equivalent. We do not expect that our choice makes much of a difference
for our main conclusions.
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Data

We use monthly US data as of January 1959 to December 2005 to estimate our specification
of the financial market. We use six yields in estimation with 3-month, 6-month, 1-year,
2-year, 5-year, and 10-year maturities, respectively. The monthly US government yield data
are the same as in Duffee (2002) and Sangvinatsos and Wachter (2005) to December 1998.
These data are taken from McCulloch and Kwon up to February 1991 and extended using
the data in Bliss (1997) to December 1998. We extend the time series of 1-year, 2-year,
5-year, and 10-year yields to December 2005 using data from the Federal Reserve bank of
New York. The data on the 3-month and 6-month yield are extended to December 2005
using data from the Federal Reserve Bank of St. Louis.!® Data on the price index have
been obtained from the Bureau of Labor Statistics. We use the CPI-U index to represent
the relevant price index for the investor. The CPI-U index represents the buying habits of
the residents of urban and metropolitan areas in the US.!! We use returns on the CRSP

value-weighted NYSE/Amex/Nasdaq index data for stock returns.

Estimation

We use the Kalman filter with unobserved state variables X;; and Xy; to estimate the model
by maximum likelihood. We assume that all yields have been measured with error in line
with Brennan and Xia (2002) and Campbell and Viceira (2001b). Details on the estimation

procedure are in Appendix 1.B.

The relevant processes in estimation are K; = (X7, 1logIl;,log ;)" for which the joint

dynamics can be written as

O2><1 _KX O2><2
dK,; = or — 20hom + eh O1xe | K | dt +XgdZ,, (1.25)
(SR+775 — %0{90’5 (LIQ —O'{—[Al) 01><2

with ©x = (X, om,05), Sx = (01,02), and Ky a (2 x 2)-diagonal matrix with diagonal
elements k1 and kg, respectively. An unrestricted volatility matrix, 5, would be statistically

unidentified and we therefore impose the volatility matrix to be lower triangular.

10The yield data for the period January 1999 to December 2005 are available at
http://www.federalreserve.gov/pubs/feds/2006 and http://research.stlouisfed.org/fred2.
The data from the Federal Reserve Bank of New York are available for the cross-section of long-term yields
(1-year, 2-year, 5-year, and 10-year) as of August 1971. The correlation over the period August 1971 to
December 1998 of these yields with the data used in Duffee (2002) equals 99.95%, 99.97%, 99.94%, and
99.85%, respectively. The 3-month and 6-month yields are available as of January 1982. The correlation
of these data over the period January 1982 to December 1998 with the data used in Duffee (2002) equals
99.96% and 99.95% for 3-month and 6-month yields.

HSee http://www.bls.gov for further details.
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We furthermore restrict the risk premia to obtain a single-factor term structure model
for the real term structure and a two-factor model for the nominal term structure, in line
with Brennan and Xia (2002) and Campbell and Viceira (2001b) in case of constant bond
risk premia. To this end, we assume that the price of real interest rate risk is driven by the
real interest rate only. In addition, the price of risk corresponding to the part of expected
inflation risk that is orthogonal to real interest rate risk (i.e., the second Brownian motion,
Zy) is assumed to be affine in expected inflation. These restrictions imply in turn that
inflation-linked bond risk premia are driven by the real rate only, while nominal bond risk

premia depend on both the real rate and expected inflation.

The price of unexpected inflation risk cannot be identified on the basis of data on the
nominal side of the economy alone. We impose that the part of the price of unexpected
inflation risk that cannot be identified using nominal bond data equals zero. Since inflation-
linked bonds have been launched in the US only as of 1997, the data available is insufficient
to estimate this price of risk accurately. This restriction is in line with the recent literature,
see for instance Ang and Bekaert (2007), Campbell and Viceira (2001b), and Sangvinatsos
and Wachter (2005).

Formally, these constraints on the prices of risk imply

Ao Aany 0
A 0 A
A= Ao+ A X = | |4 22 X, (1.26)
0 0 0
* * *

where the ‘x” in the last row indicate that these parameters are chosen to satisfy the restric-

tion that the equity risk premium is constant (i.e., oA = ng and ogA; = 0).

We report the estimation results in Table 1.1. The parameters are expressed in annual
terms. The standard errors are computed using the outer product gradient estimator. The
parameters o, (v = 0.25,0.5,1,2,5,10) correspond to the volatility of the measurement

errors of the bond yields at the six maturities used in estimation.

We briefly summarize the relevant aspects of our estimation results. We find that ex-
pected inflation is considerably more persistent than the real interest rate (i.e. Ky < Ky),
in line with Brennan and Xia (2002) and Campbell and Viceira (2001b). The (instanta-
neous) correlation between the real rate and expected inflation is negative (—22%). Hence,
the Mundell-Tobin effect is supported by our estimates, consistent with Brennan and Xia
(2002). We find that innovations in stock and bond returns are negatively correlated with

inflation innovations.
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We now turn to the prices of risk and implied risk premia. The equity risk premium (7g)
is estimated to be 5.4%, which reflects the historical equity risk premium. We further find
that the unconditional price of real interest rate risk is slightly higher than the unconditional
price of expected inflation risk, i.e., ’Ao(1)’ > }AO(Q)}. The Sharpe ratio of 5-year nominal
bonds is slightly higher than for inflation-linked bonds with the same maturity (0.25 versus
0.22). For 10-year bonds, in contrast, the Sharpe ratio for inflation-linked bonds is higher
(0.18 versus 0.23).

Table 1.2 reports the risk premia on both nominal and real bonds, as well as their volatil-
ities and the inflation risk premium when the factors equal their unconditional expectation.
We define the inflation risk premium as the difference in expected returns on a nominal
and inflation-indexed bond with the same maturity, consistent with Campbell and Viceira
(2001b). Nominal bond risk premia range from almost 60bp for a 1-year bond somewhat
over 2% for a 10-year bond. Next, real bonds tend to be much safer than nominal bonds,
which is caused by the fact that real bonds do not have exposure to the highly persistent
expected inflation factor. The unconditional 1-year inflation risk premium equals 28 basis
points and the 10-year inflation risk premium 140bp. Buraschi and Jiltsov (2005) estimate
the short-term inflation risk premium to be 25bp and the long-term at 70bp in a general

equilibrium setting. Campbell and Viceira (2001b) 110bp for long-term bonds.!?

The impact of the term structure factors on bond risk premia, i.e., the time variation
in prices of risk, is governed by A;. Figure 1.1 presents the 5-year nominal and real bond
risk premia together with the 5-year inflation risk premium for a realistic range of the real
rate (0% to 4%, see the left panel) and expected inflation (0% to 8%, see the right panel).
The range of the term structure variables corresponds approximately to two unconditional
standard deviations around their unconditional expectation. First, we find that nominal
and real bond risk premium are increasing in the real interest rate, but the inflation risk
premium, which is the difference between these two, is negatively related to the real interest
rate (left panel). Higher real interest rates lead to lower inflation risk premia as the exposure
of real bonds to the real rate factor exceeds the exposure of nominal bonds to this factor. This
latter effect is caused by the negative correlation between the real rate and expected inflation
(i.e., o9y < 0). Second, the nominal bond risk premium increases with expected inflation,
while the real bond risk premium is virtually insensitive to changes in expected inflation
(right panel). Real bonds only have an exposure to the expected inflation risk premium via
unexpected inflation, which is relatively small. This implies that the expected inflation risk

premium is positively related to expected inflation. Buraschi and Jiltsov (2005) report the

12Tf we estimate our model up to May 2002, the 10-year inflation risk premium equals 101bp. Our estimates
are thus consistent with the literature and in addition reflect the recent increase in inflation risk premia, see
Koijen, van Hemert, and van Nieuwerburgh (2007) for further empirical evidence.
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same relation between the real rate, expected inflation, and the inflation risk premium in a
general equilibrium set-up. Third, we find that nominal bond risk premia are much more
sensitive to changes in expected inflation than to changes in the real rate, which is caused

by the high persistence of expected inflation discussed earlier.

Panel A of Table 1.3 presents the correlations between the assets that are possibly in-
cluded in the asset menu, while Panel B of Table 1.3 reports the correlation between the risk
premia on b-year and 10-year nominal bonds and the same asset returns. These correlations
are important as they drive the hedging demands held by the investor to hedge against future
changes in investment opportunities. Stock returns and nominal bond returns are in turn
positively correlated, consistent with Sangvinatsos and Wachter (2005). The correlations in
Panel B indicate that long-term bond returns are strongly negatively correlated with bond
risk premia. This implies that a long position in these bonds can be used to hedge adverse
changes in bond risk premia. After all, a decrease in the risk premium on long-term nominal
bonds is likely to occur jointly with a positive return on these bonds. This readily implies
that the optimal allocation to long-term bonds of an unconstrained, long-term investor that
is not endowed with a stream of labor income is increasing in the investment horizon, see
also Sangvinatsos and Wachter (2005).

Individual-specific parameters

We now specify the parameters that govern the individual’s preferences and labor income
process. In our benchmark specification, we set the coefficient of relative risk aversion to
v = 5 and the subjective discount factor to f = 0.96. The investor consumes and invests
from age 25 to age 65. The income process is calibrated to the model of Cocco, Gomes,
and Maenhout (2005). In the benchmark specification, we focus on an individual with high
school education, i.e., the “High School” individual in Cocco, Gomes, and Maenhout (2005).
The variance of the transient shocks then equals 02 = 0.0738 and of the permanent shocks
02 = 0.0106. The function g, t € [25,65], in (1.22) is modeled by a third order polynomial

in age
gr = ap + agt + ast? /10 4 ast® /100, (1.27)

and captures the hump-shaped pattern in labor income. The parameters are set to oy =
0.1682, ap = —0.0323, and a3 = 0.0020. The parameters a;q, as, and ag follow from Cocco,
Gomes, and Maenhout (2005) and the constant is chosen so that the income level at age 25
equals $20,000.

At retirement, we assume that all wealth in converted into an inflation-linked annuity

that is priced on the basis of the unconditional expectation of the real interest rate. Koi-
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jen, Nijman, and Werker (2007c) study the asset allocation problem for an individual who
allocates her retirement capital to various annuity products. They show that the hedging
demands before retirement induced by this retirement choice are negligible. We therefore
abstract from conversion risk caused by the annuitization decision. We simplify the retire-
ment problem further by assuming that the individual dies with probability one at age 80.
This allows us to determine ¢ in (1.15) as the utility derived from annuitizing retirement

wealth.!®1* We have an annual decision frequency in our model.

We further analyze in Section 1.4 the impact of individual-specific characteristics, like
risk preferences, education level, correlation of human capital with asset returns. We also
modify the asset menu of the investor. We assume in our benchmark specification that
the individual has access to the stock index, 5-year nominal bonds, and cash.!® It is well
known, see Brennan and Xia (2002) and Campbell and Viceira (2001b), that unconstrained
investors will hold a long-short position in two nominal bonds to obtain the optimal exposures
to both term structure factors. This strategy is infeasible in a life-cycle framework where the
investor typically has to comply with borrowing and short-sales constraints. This implies
that there exists at each point in time an optimal maturity of nominal bonds. Optimizing
over this optimal maturity is computationally infeasible. A longer maturity of the nominal
bond allows the investor to have a larger expected inflation exposure for a smaller fraction of
capital allocated to long-term bonds. Very long-term bonds, however, will have again a lower
real interest rate exposure due to the negative correlation between the real rate and expected
inflation. In addition, bonds with maturities far beyond 10 years may not be traded liquidly.

We therefore consider an alternative, realistic asset menu in which 5-year nominal bonds

13Specifically, denote the price of a real annuity at retirement by As. The time-T" value function induced
by annuitization is then given by
80

Zﬁt—T (WT/AT)IMV

)

t=T 1—v
ie.,
AT N

14We thus focus on the life-cycle investment and consumption problem in the pre-retirement period,
consistent with for instance Benzoni, Collin-Dufresne, and Goldstein (2006). The investor’s preference
to save for retirement consumption is captured by the assumption that the investor derives utility from
annuitized wealth up to age 80.

15 An earlier version of this paper also contained inflation-linked bonds as part of the asset menu. However,
until late in the life-cycle, investors do not include inflation-linked bonds in their optimal portfolio. The
reason is that human capital can be viewed as a (non-tradable) position in inflation-linked bonds that
reduces the investor’s appetite to invest in inflation-linked bonds. Including these securities is, however, a
straightforward extension of the model.
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are replaced by 10-year nominal bonds. We finally remark that interest rate derivatives can
have substantial value-added in our model. After all, interest rate derivatives may be used
to create arbitrary exposures to the term structure factors without violating borrowing or
short-sales constraints. However, we argue that interest rate derivatives are not available for
most individual investors, on which we focus in this paper, and we therefore rule out such

strategies.

1.2.5 Solution technique

Life-cycle problems generally do not allow for analytical solutions, and we use numerical
techniques instead. Numerical dynamic programming is the leading solution technique in life-
cycle models, see for instance Cocco, Gomes, and Maenhout (2005). This approach becomes
infeasible given our number of state variables and we therefore adopt the simulation-based
approach developed recently by Brandt, Goyal, Santa-Clara, and Stroud (2005). Simulation-
based techniques are well suited to deal with multiple exogenous state variables that can be
simulated. However, life-cycle problems are usually characterized by (at least) one endoge-
nous state variable, which is in our case financial wealth normalized by current income, which
depends on previous choices. We can therefore not simulate this variable and we specify a
grid using the endogenous grid approach developed by Carroll (2006).1% This method al-
lows us to determine the optimal consumption policy analytically, implying that we do not
have to solve numerically for the root of the Euler equation. In addition to combining these
techniques, we improve upon the portfolio optimization under investment constraints and
modify the simulation-based approach by Brandt, Goyal, Santa-Clara, and Stroud (2005)
to account for intermediate consumption. Brandt, Goyal, Santa-Clara, and Stroud (2005)
also addresses the intermediate consumption problem, but the resulting optimal consump-
tion strategy is not ensured to be strictly positive. We modify their approach to guarantee
that intermediate consumption does have this property without adding any computational
complexity. An in-depth discussion of the numerical method is provided in the technical
appendix Koijen, Nijman, and Werker (2007b). We there also show how simulation-based
methods can be used to determine the optimal consumption and portfolio choice for the

three types of investors introduced in Section 1.2.3.

6Barillas and Fernandez-Villaverde (2006) extend the endogenous grid approach of Carroll (2006) to solve
problems with multiple endogenous state variables and illustrate the efficiency gains realized by this method.
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1.3 Life-cycle investors and bond risk premia

We present the optimal policies for the benchmark specification concerning preference pa-
rameters, income process, and asset menu discussed in Section 1.2.4. Section 1.3.1 analyzes
the optimal portfolio choice over the life-cycle of the Strategic Investor. In Section 1.3.2,
we study the optimal strategies of the Conditionally Myopic Investor and compare these
strategies to those of the Strategic Investor. In Section 1.3.3, we compute the utility costs
induced by the sub-optimal strategies followed by the Conditionally Myopic Investor and

the Unconditionally Myopic Investor, respectively.

1.3.1 Optimal life-cycle portfolio choice for Strategic Investor

Figure 2.1 presents the optimal average allocation of financial wealth to stocks, 5-year nom-
inal bonds, and cash over the life-cycle. The vertical axis displays the average portfolio
choice, i.e., averaged over all state variables, alongside the individual’s age on the horizontal

axis.

Between age 25 and 35, the individual optimally allocates all financial wealth, which is
little to begin with,'” to equity. in our benchmark specification, labor income is essentially
equivalent to a position in inflation-linked bonds with an idiosyncratic risk component. This
non-tradable position in inflation-linked bonds imposes a large real interest rate exposure
on the individual. This induces the investor to create exposure to risk factors other than
the real interest rate via the investment portfolio. Since the investor is interested in the
right exposures to the risk factors of total wealth (the sum of financial wealth and human
capital) instead of financial wealth only, the individual’s portfolio is tilted towards equity
(also taking into account that the price of equity risk exceeds that of inflation risk). The
individual starts to accumulate financial wealth between age 35 and 45. Nevertheless, the
stock of human capital is sufficiently large for the individual to hold predominantly equity.
The investor holds significant positions in long-term nominal bonds (i.e., larger than 10% on
average) only as of age 45. Human capital has depleted sufficiently to reduce its effect on
the portfolio choice. Between age 50 and 55, the investor has a positive demand for stocks,
long-term nominal bonds, and cash as well. The reduction in human capital is equivalent
to an increase in the individual’s effective risk aversion coefficient (see Bodie, Merton, and
Samuelson (1992)). Campbell and Viceira (2001b) and Brennan and Xia (2002) show in

addition that more conservative investors prefer to hedge real interest rate risk and avoid

17Cocco, Gomes, and Maenhout (2005) find also that the liquidity constraint binds during the first decade
of the individual’s life-cycle. An unconstrained life-cycle investor optimally capitalizes future labor income
to increase today’s consumption as a result of the hump-shaped pattern in labor income. This is, however,
prohibited by the liquidity constraint and the investor consumes (almost) all income available.
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inflation risk. Absent of inflation-linked bonds in the asset menu, this implies that the
investor allocates her capital to cash instead, see also Campbell and Viceira (2001b). Prior
to retirement, the investor allocates on average 40% to stocks, 45% to 5-year nominal bonds,

and the remaining 15% to cash.

We now illustrate how the optimal conditional allocation to the three assets responds to
changes in bond risk premia. To this end, we present tilts in the optimal portfolio caused by
variation in bond risk premia over the life-cycle. Figure 1.3 displays the optimal life-cycle
allocation to stocks (Panel A), 5-year nominal bonds (Panel B), and cash (Panel C) for an
empirically plausible range of either the real rate (left panels) or expected inflation (right
panels). These figures are constructed by first regressing the optimal asset allocations along
all trajectories of the simulation-based method at a certain point in time on a second-order
polynomial expansion (including cross-terms) in the prevailing state variables. Note that
the axes for the equity allocation are reversed ‘relative to the other figures’ for expository

reasons.

Figure 1.3 clearly shows that tilts in the optimal allocation to any of the three assets
in response to changes in bond risk premia exhibit pronounced life-cycle patterns. Up to
age 35, financial wealth is allocated almost exclusively to equity, regardless of the prevailing
bond risk premia. Between age 35 and 45, the individual’s allocation starts to tilt to long-
term nominal bonds only if expected inflation is high. Recall from Figure 1.1 that the 5-year
nominal bond risk premium is increasing in both the real interest rate and expected inflation,
but is much more sensitive to the latter. As the investor reduces the equity allocation as of
age 45, tilts in the optimal portfolio are large and can easily range from —20% to +40% in the
allocation to long-term bonds for a realistic range of inflation risk premia. Since the investor
optimally holds no cash during this stage of the life-cycle, the equity allocation experiences
exactly the opposite tilts once compared to the long-term bond allocation. The borrowing
constraint prohibits the investor to borrow cash to take further advantage of high bond
risk premia. The investor either has to reduce the equity allocation or forfeit high bond risk
premia. We find that the optimal stock-bond mix is very sensitive to changes in inflation risk
premia during this period. Qualitatively, the results are the same for the real rate premium
in this period, but the quantitative impact is much smaller. This was suggested already by
Figure 1.1. As of age 55, the optimal investment portfolio also contains cash positions due
to the reduced stock of human capital. This impacts both the investor’s willingness and
ability to time bond risk premia. First, the investor acts more conservatively and timing
risk premia adds less value as a result. Second, portfolio constraints are no longer binding,
which may actually induce a larger value of timing risk premia. Interestingly, we find that
the first effect dominates for the real rate premium and the second effect for the inflation risk

premium. For real rate risk premia, tilts in the optimal bond allocation are hump shaped.
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The change in bond risk premia is not sufficient to offset the increased effective risk aversion
of the investor. For inflation risk premia, in contrast, tilts in the bond allocation steadily
increase as the investor ages. In addition, to tilt the optimal portfolio towards long-term
bonds, the investor first reduces the cash allocation and only for high bond risk premia, the
equity allocation as well. This implies that the opportunity costs of reducing the equity
allocation exceed the costs induced by reducing the cash allocation. Taken together, we find
that tilts in the equity allocation in response to changes in inflation risk premia are hump
shaped, but tilts in the cash allocation increase as the investor ages, consistent with the tilts

in the allocation to long-term bonds.

Figure 1.4 summarizes Figure 1.3 in a compact way. We measure tilts in the optimal
portfolio as the difference in the optimal allocation when the real rate and expected inflation
range from minus two unconditional standard deviations to plus two unconditional standard
deviations around their unconditional means. Specifically, we indicate the difference in the
allocation to asset i, for an investor of age ¢, caused by a change in the real rate by Af,

i

‘1, © = stocks, bonds, or cash. All other state

and for changes in expected inflation by A
variables equal their unconditional expectation. For instance, to summarize the impact of

the real rate on the allocation to stocks, we define

Ai’;ocks — l’itOCkS (Tmax) o l’itOCkS (Tmin)a (128)
With 7pax —7min capturing the range of the real rate. We set 7, equal the unconditional mean
of the rate rate plus two standard deviations, and likewise r;, is set to the unconditional
mean of the real rate minus two standard deviations. Hence, a positive A’, implies an

increase in the age-t allocation to asset ¢ if the real rate increases.'®

Figure 1.4 presents the differences of all three assets for changes in either the real rate
(left panel) or expected inflation (right panel) over the life-cycle. Note that the sum of the
differences at any moment of the life-cycle equals zero by construction. As discussed before,
we find that tilts in the optimal asset allocation induced by variation in bond risk premia
exhibit pronounced life-cycle patterns. Especially during the second part of the life-cycle,
these tilts are economically significant, in particular for changes in expected inflation. For the
real rate premium, tilts in the allocation to all three assets are hump shaped. In case of the
inflation risk premium, tilts in the allocation to long-term bonds and cash are monotonically

increasing over the life-cycle, whereas the tilts to stocks are hump shaped over the life-cycle.

In addition to changes in bond risk premia, the optimal policies depend on the realizations

of asset returns and labor income innovations to date. As argued before, it is the ratio of

18Note that all tilts are monotonically increasing in the state variables so that this measure indeed sum-
marizes the first-order effect of changes in the state variables presented in Figure 1.3.
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human capital to financial wealth that determines the investor’s effective risk aversion and
portfolio choice in turn. Figure 2.2 presents tilts in the optimal allocation to stocks, 5-year
nominal bonds, and cash due to an increase in financial wealth from its 25%-quantile to its
75%-quantile.'® In other words, we subtract the optimal asset allocation at the 25%-quantile

from the optimal allocation at the 75%-quantile.

We find that the optimal allocation to equity is reduced for higher levels of financial
wealth, while the allocation to long-term bonds and cash increases. Higher than average
levels of financial wealth reduce the impact of human capital on total wealth and increase
the individual’s effective risk aversion. Therefore, the individual selects a more conservative
strategy. An alternative interpretation is that a string of good returns essentially shifts
the individual forward in the life-cycle. Figure 2.1 shows that the optimal allocation to
equity is decreasing in age, whereas the optimal allocations to long-term bonds and cash
increase over the life-cycle. In contrast, lower than average levels of financial wealth level
lead to a more prevalent role of human capital in the composition of total wealth. This
resembles an individual who acts as in an earlier stage of her life-cycle. High asset returns
or, equivalently, low income innovations tilt the optimal allocation away from stocks to long-
term bonds and cash at any moment in the life-cycle. Negative asset returns, or positive
labor income innovations, result in exactly the opposite effect. The effects are quantitatively
most pronounced around age 50 and the impact of the level of financial wealth is in the order

of magnitude of the impact of the real interest rate (see Figure 1.4).

1.3.2 Optimal life-cycle portfolio choice for Conditionally Myopic

Investor

The strategies discussed so far are optimal for the Strategic Investor introduced in Sec-
tion 1.2.3. This strategy is characterized by short-term bond timing strategies, especially in
later stages of the life-cycle (Figure 1.3 and 1.4). In addition, the Strategic Investor holds
hedging demands that pay off when bond risk premia turn out to be low. We now compare
the strategies of the Strategic Investor to the Conditionally Myopic Investor. The strategy
of the Conditionally Myopic Investor does take current bond risk premia into account, but
ignores any dependence between future asset returns and bond risk premia. As a result, this

investor holds no hedging demands.

Figure 2.3 displays the hedging demands caused by variation in bond risk premia over the

life-cycle. Hedging demands are defined as the difference in the average, over the real rate and

19Tn contrast to the real interest rate and expected inflation, financial wealth is not a stationary variable.
To obtain comparable tilts over the life-cycle, we compare the difference in asset allocation at different
quantiles of the financial wealth distribution at a particular age.
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expected inflation, optimal portfolio holdings of the Strategic Investor and the Conditionally
Myopic Investor. We cannot average over financial wealth, since both strategies will result
in different levels of average wealth over the life-cycle. Figure 2.2 shows that this affects the
investment strategy. We therefore condition on the average financial wealth level realized by
the Strategic Investor to avoid any wealth effects. This definition is, in a life-cycle framework
as we have, closest to the dynamic asset allocation literature, see Campbell, Chan, and
Viceira (2003) and Sangvinatsos and Wachter (2005).

The optimal hedging demands turn out to be long in 5-year nominal bonds and are
financed by reducing the allocation to stocks and, in particular, cash. Long-term bond
returns are negatively correlated with future bond risk premia (Table 1.3, Panel B) so that
a long position in bonds position pays off exactly in those states of the economy where
bond risk premia are low. However, the hedging demands are strikingly small. The axes
of Figure 2.3 range only from -2% to 2%, implying that the maximum hedging demand is
around 2%. This result can be explained by considering how the investor actually finances
the hedging demand. The investor has to reduce the equity allocation up to, say, age 50-
55 to hold hedging demands that are long in 5-year nominal bonds as a result of borrowing
constraints. The opportunity costs induced by cutting back on the equity allocation turn out
to be too high. The individual therefore forfeits to hedge future investment opportunities.
As soon as the optimal investment strategy also includes cash positions, the investor uses this
cash position to construct hedging demands. However, the individual is then already at age
55 and hedging turned useless for the remaining period. After all, Wachter (2002) shows in
a model with a time-varying equity risk premium that the effective duration is substantially
shortened for intermediate consumption problems as opposed to terminal wealth problems.
We thus reach different conclusions about the importance of strategic behavior in our life-
cycle model than related strategic asset allocation studies that consider an unconstrained
investor that is not endowed with a stream of labor income.?’ Life-cycle constraints and
non-tradable human capital reduce the individual’s ability and willingness to time bond risk

premia, which dramatically reduce the optimal hedging demands.

To summarize, we find that tilts in the optimal portfolio in response to variation in bond
risk premia exhibit pronounced life-cycle patterns that are markedly different for the real
rate risk premium and the inflation risk premium. We further show that hedging demands
induced by time variation in bond risk premia are long in bonds, and short in equity and
cash, but quantitatively very small. Since small hedging demands can still lead to large
utility costs if ignored, we compute in the next section the utility costs induced by the

optimal strategies of the Conditionally Myopic Investor.

208ee for instance Campbell, Chan, and Viceira (2003) and Sangvinatsos and Wachter (2005).
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1.3.3 Utility analysis

We now compare certainty equivalent consumption levels for the Strategic Investor, the
Conditionally Myopic Investor, and the Unconditionally Myopic Investor introduced in Sec-
tion 1.2.3. The first two investors have been discussed in the previous section. The Un-
conditionally Myopic investor ignores all information on bond risk for the consumption and
investment policies. By comparing the value functions induced by each of these investors’
strategies, we can determine the utility costs of not hedging (i.e., compare the Strategic In-
vestor to the Conditionally Myopic Investor) and both not timing and hedging time-varying
bond risk premia (i.e., compare the Strategic Investor to the Unconditionally Myopic In-

vestor).

We are not only interested in the utility costs induced by sub-optimal strategies in the
beginning of the life-cycle, but also when these costs are in fact realized. To illustrate, if
timing bond markets is valuable only beyond age 55, we may conclude that timing bond
markets is irrelevant when we consider the value function at age 25. After all, any utility
gains realized after age 55 are heavily discounted by the subjective discount factor. We
therefore compute the value functions at age 30, 40, 50, and 60. We can then fully understand
which sub-optimal aspects are costly at which stage of the life-cycle. Furthermore, the value
function will depend on financial wealth, which is determined in turn by past consumption
and portfolio decisions. To compensate for differences in financial wealth that are the result
of different decisions in the past, we evaluate all value functions at the before-mentioned ages
at the average financial wealth level following from the strategy of the Strategic Investor.
For each two strategies that we compare, we compute the utility costs of strategy 2 relative

to strategy 1 as loss in certainty equivalent consumption, i.e.,

J2(w)\ T

Utility costs = ( : — 1. (1.29)
Ji (w)

The loss in certainty equivalent consumption corresponds to the fraction of all future con-

sumption an investor is willing to give to replace the sub-optimal strategy by the optimal

strategy of the Strategic Investor.

Figure 2.4 displays the utility costs expressed in basis points (bp) of both sub-optimal
strategies (i.e., of the Conditionally Myopic and Unconditionally Myopic Investor) relative to
the optimal strategy of the Strategic Investor. First, we find that the Conditionally Myopic
Strategy results in a negligible welfare loss. This was already suggested by the strategies
presented in the previous section. Second, we show that timing bond risk premia can generate
significant value for the investor, even up to 90bp of certainty equivalent consumption around

age 50-55. We further find a pronounced life-cycle pattern in the value of bond-market
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timing. For an investor of age 25, the value amounts to approximately 50bp. This is caused
by the fact that the first 10 years she cannot time bond markets as a result of the borrowing
constraint. The utility gains to be realized in later stages are discounted by the subjective
discount factor. This immediately explains the increase in utility costs as the investor ages.
The investor comes closer to the moment where bond investments will make up a significant
portion of the optimal portfolio and timing will turn to be valuable. However, as of age 55,
the investor acts more conservatively since the stock of human capital depleted considerably.
The optimal portfolio therefore contains a significant cash position and variation bond risk
premia becomes less important. This explains in turn why the value of timing bond markets

decreases slightly just prior to retirement.

In summary, we conclude that timing bond markets can add significantly economic value,
while the value of hedging time variation in bond markets is negligible for life-cycle investors.
Further, the value derived from timing bond markets exhibits a strong (hump-shaped) life-

cycle pattern.

1.4 Individual characteristics and the asset menu

We now analyze how our results modify for different individual-specific characteristics, like
(i) risk preferences, (ii) education level, (iii) correlation between human capital and financial
markets risks, and (iv) different asset menus. We present in all cases the tilts induced by
time-varying bond risk premia, the hedging demands, as well as the utility costs caused by

not timing and/or hedging investment opportunities over the life-cycle.

1.4.1 Risk preferences

The coefficient of relative risk aversion equals v = 5 in the benchmark specification. Table 1.4
presents the results for more aggressive, v = 3, and more conservative, v = 7, individuals.
In Panel A, we present the tilts in the optimal allocation in response to changes in the real
rate and expected inflation, like in Figure 1.4. We find that the more aggressive individual
(v = 3) allocates on average more to equity than the benchmark individual. As a result,
the borrowing constraint binds for a longer period and the individual’s optimal investment
strategy is less sensitive to variation in bond risk premia. In contrast, more conservative
investors (y = 7) shift earlier into long-term nominal bonds and cash. We find that the tilts
in the optimal portfolio are therefore larger than for the benchmark investor. This is the
result of two effects. First, the more conservative investor is not constrained and does not
allocate all financial wealth to equity. As such, the opportunity costs amount to reducing the

cash position which are smaller than reducing the equity position. Second, very conservative
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investors do not care about variation in risk premia and are only concerned with selection
the portfolio to optimally smooth consumption over time. For our specification, the first
effect still dominates for the conservative investor and tilts are more pronounced for the

conservative individual.

Hedging motives (Panel B) are naturally more prevalent for the conservative investor. We
indeed find that the hedging demands are increasing in the risk aversion level. The investor
with a coefficient of relative risk aversion of v = 3 holds negligible hedging demands, while
the investor with v = 7 holds hedging demands up to 4% in long-term nominal bonds around

age 60. These hedging demands are quantitatively still small however.

We further quantify the costs of not hedging time variation in bond risk premia, i.e., the
Conditionally Myopic Investor, or even ignoring any current information on bond risk premia,
i.e., the Unconditionally Myopic Investor. Panel C presents the utility costs associated with
these sub-optimal strategies, at different moments of the life-cycle.?! The utility costs are
expressed as the loss in certainty equivalent consumption in basis points. Consistent with
the results in Panel A and B, we find that the value of both timing and hedging variation
in bond risk premia are higher for the more conservative investor. In all cases, the value of
timing exceeds the value of hedging substantially. More aggressive investors can, perhaps
surprisingly, benefit less from time variation in bond risk premia. This is the result of the
borrowing constraint that prevents the investor to borrow cash to invest in long-term bonds

and exploit the corresponding variation in investment opportunities.

1.4.2 Education level

The education level of the benchmark individual we consider is "High School” according to
the classification of Cocco, Gomes, and Maenhout (2005). We now consider different income
processes as well that correspond to the "No High School” individual in Cocco, Gomes,
and Maenhout (2005), for which we have a; = 0.1684, ay = —0.0353, and a3 = 0.0023 in
(1.27), and the ”College” individual that is characterized by «; = 0.3194, as = —0.0577,
and a3 = 0.0033 in (1.27). Higher education levels correspond to higher expected income
growth. This implies that the borrowing constraints during early stages of the life-cycle bind
for a longer period as the individual prefers to capitalize future income for the purpose of
consumption smoothing. We thus expect that individuals with higher education levels are

even more restricted in their ability to time bond markets, especially during early stages of

21 As before, we correct for any differences in financial wealth that arise due to different strategies before the
moment at which we compare value functions. This implies, in turn, that the utility costs can be interpreted
as the loss in certainty equivalent consumption from following a particular sub-optimal strategy from that
age onwards. All value functions are evaluated in the average financial wealth level that follows from the
strategy implemented by the Strategic Investor.
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the life-cycle. Table 1.5 presents the main results.

We find that tilts in the optimal portfolio are larger for individuals in the lowest education
group, see Panel A in particular up to age 45. The borrowing and liquidity constraints during
the first two decades are less restrictive for individuals with low education levels and they
can therefore benefit from variation in bond risk premia. Individuals with high education
levels allocate most financial wealth to equity as their income pattern is very steep and thus
more back-loaded. This effect is particularly pronounced up to age 45-50. From that age
onwards, tilts in the optimal portfolios are very similar across all education groups. Panel B
indicates that the hedging demands are marginally larger for individuals within the "No
High School” group, but these effects are again small. This is furthermore apparent from
Panel C in which we show that the loss in certainty equivalent consumption as a result of not
hedging variation in investment opportunities is negligible. The loss of not timing bond risk
premia does result in large utility costs on part of the individual, and these costs are higher
for groups with lower education. This is in particular the case up to age 50. In summary,
individuals with higher education levels on average experience higher income growth. This
restricts the dynamic bond strategies even further and reduces the value-added of timing
bond markets. Finally, note that at age 60, when the role of human capital in total wealth is

small, the utility costs of not timing bond markets are equal across education levels at 58bp.

1.4.3 Correlation between income and financial market risks

We now analyze the impact of correlation between labor income uncertainty and asset re-
turns. Specifically, we consider the case where permanent income innovations (u) are cor-
related with equity returns. This correlation likely depends on the individual’s occupation,
education level, age, and gender. Cocco, Gomes, and Maenhout (2005) estimate the cor-
relation between permanent labor income shocks and stock returns between —1% and 2%.
Heaton and Lucas (2000) report estimates between —7% and 14%. Munk and Sgrensen
(2005) provide an estimate for this correlation of 17%. Finally, Davis and Willen (2000)
report estimates between —25% and 30% for the correlations between a broad equity index
and labor income innovations. Regarding the correlation between labor income risk and
industry-specific equity risk, the correlation ranges between —10% and 40% in their esti-
mates, depending on the individual’s education level, age, and gender. We follow Viceira
(2001) instead and consider an individual whose labor permanent labor income innovations

exhibit a correlation of 25% with the stock index returns.??

22 Alternative labor income dynamics have been proposed in the literature. Benzoni, Collin-Dufresne,
and Goldstein (2006) show that even though labor income and stock markets have a low correlation in the
short run, this correlation increases at longer horizons. Benzoni, Collin-Dufresne, and Goldstein (2006)
subsequently analyze a model in which labor income and stock market prices are co-integrated. Storesletten,
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The positive correlation of permanent income shocks with equity returns has two effects,
namely the substitution effect and the value effect. The substitution effect implies that
non-tradable labor income substitutes for investments in particular assets in the investment
portfolio. In the benchmark specification, human capital is essentially a position in inflation-
indexed bonds, if we abstract from idiosyncratic risk. This tilts the portfolio towards equity
and away from long-term nominal bonds. We now consider a case in which labor income
innovations and equity returns are positively correlated. This implies that the investor
will reduce the equity allocation (see also Viceira (2001)) and possibly allows for a larger
impact of variation in bond risk premia. The value effect refers to the change in the value
of human capital for different correlations of income innovations with financial risks that
are prices. For instance, if labor income is perfectly correlation with equity returns, future
income is effectively discounted at the expected real return on equity instead of the yield on
an inflation-linked bond. This reduces the ratio of human capital to financial wealth and
increases the effective risk aversion in turn. The results are presented on the left-hand side
of Table 1.6. If we compare the tilts in the optimal allocation of Table 1.6 to the ones in
Figure 1.4 corresponding to the benchmark specification of uncorrelated income innovations,
we indeed find larger tilts in the beginning of the life-cycle. The positive correlation of
income innovations crowds out the equity investment and allows the investor to time bond
markets instead. In similar vein, the hedging demands (Panel B) increase slightly, which
again reflects the more important role of bond market timing when labor income and stock
returns are positively correlated. In utility terms (Panel C), we find that the utility costs for
young individual of not timing bond markets increases substantially. The value of hedging

remains negligible.

1.4.4 Alternative asset menus

We now consider the impact of the composition of the asset menu. The results presented
so far apply to an asset menu that is comprised of stocks, 5-year nominal bonds, and cash.
The right-hand side of Table 1.6 displays the results for an asset menu in which the 5-year
nominal bond is replaced by 10-year nominal bonds. The important differences between
5-year and 10-year nominal bonds are that the latter have a larger exposure to expected
inflation risk and a smaller exposure to the real interest rate risk. The smaller exposure to
the real rate factor is a result of the negative correlation between the real rate and expected
inflation (o9(1y < 0). In fact, it turns out that the nominal bond risk premium is decreasing

in the real interest rate. 10-year nominal bonds thus allow the investor to create a larger

Telmer, and Yaron (2004) and Lynch and Tan (2006) show that idiosyncratic labor income risk varies
considerably over the business cycle. Lynch and Tan (2006) provide furthermore evidence that income
growth is higher during economically good times.
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expected inflation exposure with a smaller allocation of wealth, without incurring a large

real rate exposure which is undesirable given the stock of human capital.

Panel A of Table 1.6 shows that the optimal allocation to all assets is sensitive to changes
in either the real rate or expected inflation. For long-term bonds, these tilts are positive
for high levels of expected inflation, but negative for high levels of the real rate, consistent
with the exposures that bond risk premia have to these factors. Next, Panel B indicates
that the hedging demands are somewhat larger when 10-year nominal bonds are part of the
asset menu. 10-year bonds can be used to create larger exposures to expected inflation risk
and are thus more useful to time bond markets. This improved ability to time bond markets
translates into larger hedging demands as well (see Panel B). Panel C compares the strategies
of the two sub-optimal investors, i.e., the Conditionally Myopic and the Unconditionally
Myopic, to the strategy of the Strategic Investor. We find that the utility costs induced
by not timing bond risk premia triples if 10-year nominal bonds are included in the asset
menu. In addition, the costs of acting myopically instead of strategically increases, but is still
dramatically smaller than the utility costs of not timing bond risk premia. We conclude that
the results are qualitatively robust to the bond maturity, but also that the costs induced by
sub-optimal strategies and the actual strategies required to take advantage of time variation

in bond risk premia do depend on the composition of the asset menu.

1.5 Conclusions

We solve a realistic life-cycle consumption and investment problem for an investor who
has access to stocks, long-term nominal bonds, and cash. Consistent with recent empirical
evidence, we accommodate time variation in bond risk premia. Life-cycle investors typically
have to comply with borrowing, short-sales, and liquidity constraints. We ask the question if
(and, if so, when) a life-cycle investor can actually exploit this stylized fact of bond returns.
We find that investors can indeed benefit significantly from timing bond markets, but this
value is predominantly realized during later stages of the life-cycle. Moreover, the utility

gains are induced almost fully by myopic timing strategies, and not by hedging strategies.

We decompose the total nominal bond risk premium into the real interest rate and
expected inflation premium. We show that tilts in the optimal asset allocation as a result of
changes in real interest rates are smaller than for changes in expected inflation. This is the
result of the higher persistence in expected inflation. Tilts in the optimal allocation exhibit
pronounced life-cycle patterns. For the real rate, tilts in all assets are hump shaped. For the
inflation risk premium, in contrast, tilts in the allocation to long-term nominal bonds and

cash are monotonically increasing in age, but hump shaped for equity. To further analyze
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the economic costs induced by sub-optimal investment strategies, we introduce three types
of life-cycle investors that are distinguished by their ability to exploit variation in bond
risk premia. We first compare the investor who implements the optimal strategies to an
investor who does incorporate current bond risk premia into her policies, but abstracts from
hedging variation in bond risk premia. We find that the difference in the average optimal
portfolio holdings, the so-called hedging demands, are small. In addition, the utility costs
of behaving conditionally myopic are negligible. Subsequently, we consider an investor who
ignores conditioning information on bond risk premia all together. We find that the utility
costs associated with this strategy are typically large, and are hump-shaped over the life-

cycle.

We check robustness of our results to risk preferences, education level, different correla-
tions of income risk and asset returns, and the exact composition of the asset menu. We
confirm once more that it is indeed important to account for individual-specific character-
istics and the asset menu available to implement the strategies. To derive the results, we
extend recently developed simulation-based methods to solve for the optimal consumption
and portfolio choice. This allows us to solve life-cycle problems with a large number of state

variables and multiple assets as we have.

This paper can be extended in various directions. First, we abstract from housing in our
life-cycle problem. If the investor finances the house via a mortgage, there are essentially
two types, namely fixed-rate mortgages (FRM) and adjustable-rate mortgages (ARM). FRMs
can be interpreted as short positions in long-term bonds and ARMs as short positions in
cash. This additional flexibility may allow the investor to improve upon the exposures to the
term structure factors. A second extension would be to allow for an endogenous retirement
decision and analyze how this interacts with the prevailing investment opportunities at bond
markets. Third, we have assumed now that the household is sufficiently knowledgable to
implement dynamic bond strategies. If this is not the case, see for instance Campbell (2006)
and Agarwal, Driscoll, Gabaix, and Laibson (2007), the investment decision needs to be

delegated to specialized portfolio managers. This will lead to additional inefficiencies.
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1.A Pricing nominal and inflation-linked bonds

We derive the nominal prices of both nominal and inflation-linked bonds in the financial market described
in Section 1.2, following the results on affine term structure models in, for instance, Duffie and Kan (1996)
and Sangvinatsos and Wachter (2005).

To that extent, we assume that both nominal and inflation-linked bond prices are smooth functions of
time and the term structure factors X. Denote the price of a nominal bond at time ¢ that matures at time
T by P(Xy,t,T). Since nominal bonds are traded assets, we must have that ¢$P(X;,t,T) is a martingale,
where ¢® is given in (1.7). This implies

1
—PxKxX+Pt+§t7“ (ZIXPX)(Z)()—RP—P%E)(A:O, (130)
where the subscripts of P denote partial derivatives with respect to the different arguments and We summa-

rize the financial market for future reference. Denote the state vector containing both term structure factors
by X; and we use

o Xlt o 0'/1 o K1 0
xoe[ B ] mem ] k= 0] o
so that we have
dX; = —KX,dt + X xdZ;. (1.32)

Subsequently, Duffie and Kan (1996) have shown that in this case, when the diffusion of the state variables
under the risk neutral measure is affine in the state variables and the instantaneous nominal short rate is
affine in the state variables, we obtain nominal bond prices that are exponentially affine in the state variables,
ie.,

P(X,t,t+71)=exp(A(T) + B(1)'X). (1.33)

Substituting this expression in (2.34) and matching the coefficients on the constant and the state variables
X, we obtain the following set of ordinary differential equations

A(r) = —B(r)SxAo+ %B(T)’EXE’XB(T) — On, (1.34)
B'(r) = —(Kx+MAXx)B(r)— (12 — Ajon), (1.35)

where 1o denotes a two dimensional vector of ones. We also have the boundary conditions

The ODEs can be solved in closed form, see for instance Dai and Singleton (2002). This leads to
B(r) = (K% + M%) [exp (= (Kx + A{E%) 1) — oxe] (12 — Afom), (1.37)
/ Al(s)ds, (1.38)
0

A~
=
I

where I5«o denotes the two by two identity matrix.

For inflation-linked bonds, the derivation is slightly more involved. In this case, the nominal price of a
real bond is denoted by the product IT; P*(X,¢,T). The martingale property of qﬁthPR(Xt, t,T) leads to

1
—PRKxX + PP+ 3T (5 PExEx) — (R— 71+ ofA) PR + PE¥Sx (on — A) = 0, (1.39)

Since we postulate that the instantaneous expected inflation is affine in the state variables, the price process
corresponding to holding a real bond is also affine under the risk-neutral measure and we conjecture

PR(X,t,t+ 1) = exp (A%(r) + B (1) X), (1.40)



32 When Can Life-cycle Investors Benefit from Time-varying Bond Risk Premia?

implying that (2.37) boils down to
1
—BR(rYKxX — A'’(r) - B'R(r)X + §BR(T)/E)(E/XBR(T) —r+BR1)Sx (on —A) =0.  (1.41)

We again match the coefficients on the constant and the state variables X, which leads to the following set
of ordinary differential equations

1
AR(r) = §BR(T)I2XEIXBR(T) — (6r — 0x + 011 Ao) + (BR(T)'EX) (o — Ao); (1.42)
Bf(1) = —(Kx+ATy)B1) e,
where e; denotes the i-th unit vector. Again we can find easily an expression for B%(7), i.e.,

BR(1) = (K + NjS%) ™" (exp (— (K + A{Sy) 7) — Laxo) €1 (1.43)

1.B Estimation procedure

Our estimation procedure in closely related to Sangvinatsos and Wachter (2005). The main difference is
that we allow all yields to be measured with error, following de Jong (2000), Brennan and Xia (2002),
and Campbell and Viceira (2001b). However, we assume that the measurement errors are independent,
both sequentionally and cross-sectionally. The continuous time equations underlying the financial market in
Section 1.2 can be written as

Xy O2x1 —Kx 0252 Xi Xx
d | logll = Op — %O‘hdn + el 01x2 log I1; dt+ | o |dZ
log S; Or +ns — %U%Us (th —ofpA1)  O1xe log S; o
= (®0+@1Kt)dt+deZt. (144)
with
Xi
K= | logll, | . (1.45)
10g St

As K; follow a standard multivariate Ornstein-Uhlenbeck process, we may write the exact discretization
(see, e.g., Bergstrom (1984) and Sangvinatsos and Wachter (2005))

Kt—i—h = /_j,(h) + F(h)Kt + Et+h, (146)

where €441, L N (04X1, E(h)) for appropriate p(", T and ©(» which we derive below. To derive the
discrete time parameters, we consider the eigenvalue decomposition?® ©; = UDU~!. The parameters in the
VAR(1) - model relate to the structural parameters via

r™ = exp (©1h) = Uexp (Dh) U™ ; (1.47)

(h) _

t+h
1 = / exp (©1[t+h—s])ds| Og
t

= UFU 'O,
where F' is a diagonal matrix with elements Fj; = ha (Dy;h), with

a(z) = exp(z) — 17

X

ZNote that, since Ky is a diagonal matrix, the eigenvalues of ©; are given by ki, k2, and 0 (with
multiplicity two). Recall that a square matrix is diagonalizable if and only if the dimension of the eigenspace
of every eigenvalue equals the multiplicity of the eigenvalue. This condition is satisfied for ©;.
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and a(0) = 1. The derivation of (") is a bit more involved. We have
t+h
s = / exp (O [t +h — s]) XX exp (O1 [t + h — s]) ds (1.48)
t
= UvU',

where V' is a matrix with elements

t+h
Vi / exp(D[t+h—s]) U 'Sk (U*I)/exp (D[t+h—s])ds (1.49)

ij

U e (0] /tm exp ([Dii + Dyl [t +h — s]) ds

- [UﬁlEKEIK (Uil)l} “ha([Dii + Dyl h).

ij

Using data on six yields, stock returns, and inflation, we estimate the model using the Kalman filter.
The transition equation is given by (2.42). We assume that all yields are measured with measurement error,
in line with de Jong (2000), Brennan and Xia (2002), and Campbell and Viceira (2001b). On the other
hand, Duffee (2002) and Sangvinatsos and Wachter (2005) select certain maturities and fit these exactly,

24 we assume the measurement to

which is tantamount to identifying the factors. In line with these papers,
be Gaussian and independent of the innovations in the transition equation. The likelihood can subsequently

be constructed using the error-prediction decomposition, see for instance Harvey (1989).

Z4Notably, de Jong (2000) allows for cross-sectional correlation between the measurement errors.
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1.C Tables and figures

Parameter Estimate Standard error Parameter Estimate Standard error

Expected inflation: m; = 6, + Xo¢

Or 3.48% 1.35%

Nominal interest rate: Ry = g + (¢ — ofgA1)' Xy

ORr 5.18% 1.40%

Dynamics term structure factors: dX; = —Kx Xydt + X xdZ;

K1 1.254 0.184 o1 1.91% 0.09%

Ko 0.165 0.066 T2(2) 1.35% 0.03%
0'2(1) -030% 005%

Dynamics inflation: dIl;/II; = mdt + of;dZ;

o1(1) 0.14% 0.05% o11(3) 1.11% 0.03%

o (2) 0.16% 0.05%

Dynamics equity index: dS;/S; = (R; + ng)dt + o'xdZ;

s 5.42% 2.51% 753) 1.68% 0.66%

05(1) -1.62% 0.54% 05(4) 14.85% 0.32%

0'5(2) —227% 064%

Prices of risk: Ay = Ag + A1 X,

Aor) 20.250 0.033 M 236.334 11.370

Ao2) -0.228 0.052 Ai(2,2) -10.073 4.905

Volatility measurement error: o, (u = 0.25,0.5,1,2,5,10)

J0.25 047% g9 012%

J0.5 022% 05 000%

g1 002% g10 022%

Table 1.1: Estimation results for the financial market in Section 1.2

The financial market model described in Section 1.2 is estimated by Maximum Likelihood using monthly US
data on six bond yields, inflation, and stock returns over the period from January 1959 up to December 2005.
The bond maturities used in estimation are 3-month, 6-month, 1-year, 2-year, 5-year, and 10-year. All yields
are assumed to measured with error. The first term structure factor (X;) corresponds to the real interest
rate and the second factor (X3) to expected inflation. The CPI-U index is used to represent the relevant
price index for the investor. Stock returns are based on the CRSP value-weighted NYSE/Amex/Nasdaq
index. The parameters are expressed in annual terms. The standard errors are determined using the outer
product gradient estimator.
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Panel A: Risk premia

Maturities l-year 5H-year 10-year
Nominal bonds 0.57% 1.59%  2.18%
Inflation-linked bonds  0.29% 0.73%  0.78%
Inflation risk premium 0.28% 0.86%  1.40%

Panel B: Volatilities

Maturities l-year 5-year 10-year

Nominal bonds 1.71% 6.29% 11.81%
Inflation-linked bonds  1.73% 3.27%  3.45%

Table 1.2: Risk premia and volatilities

Panel A presents the risk premia on 1-year, 5-year, and 10-year nominal and inflation-linked bonds using the
estimation results in Table 1.1. The inflation risk premium is defined as the difference in expected returns
on a nominal and inflation-indexed bond with the same maturity. The term structure factors (X;) equal
their unconditional expectation. Panel B displays the volatilities of the same bonds. The risk premia and
volatilities are expressed in annual terms.

Panel A: Correlation of asset returns

Stock return  5-year nom. bond return 10-year nom. bond return

Stock return 1
5-year nom. bond return 0.159 1
10-year nom. bond return 0.130 0.965 1

Panel B: Correlation of asset returns with risk premia

Stock return  5-year nom. bond return 10-year nom. bond return

Risk premium on 5-year nom. bond -0.174 -0.981 -0.896
Risk premium on 10-year nom. bond -0.026 -0.611 -0.796

Table 1.3: Correlations between asset returns and risk premia

Panel A presents the correlations between stock returns, 5-year nominal bonds, and 10-year nominal bonds
using the estimates reported in Table 1.1. Panel B depicts the correlation between the same asset returns
and either 5-year or 10-year nominal bond risk premia.
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5 T T T 5
—— 5-year nominal bond risk premium
- = = 5-year real bond risk premium
~ Inflation risk premium

Risk premium (%)
Risk premium (%)

-2 . L | ) | | |
2 4 6

Real interest rate (%) Expected inflation (%)

Figure 1.1: Time-variation in risk premia

The left panel presents the 5-year nominal bond risk premium, 5-year real bond risk premium, and 5-year
inflation risk premium for real interest rates (horizontal axis) ranging between 0% and 4%. The right panel
displays the same risk premia for expected inflation rates ranging between 0% and 8%. The range of the
term structure variables corresponds approximately to two unconditional standard deviations around their
unconditional expectations. The risk premia are expressed in annual terms.
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Figure 1.2: Optimal average asset allocation to stocks, 5-year nominal bonds, and cash
Optimal asset allocation over the individual’s life-cycle, averaged over all state variables. The individual
allocates capital to stocks, 5-year nominal bonds, and cash. The individual’s coefficient of relative risk
aversion equals v = 5 and the time preference parameter 5 = 0.96. The vertical displays the average
allocation and the horizontal axis indicates the individual’s age.
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stocks, 5-year nominal bonds, and cash

Optimal asset allocation over the individual’s life-cycle conditional on either the real rate (left panels) or

expected inflation (right panels).

The individual allocates financial wealth to stocks (Panel A), 5-year

nominal bonds (Panel B), and cash (Panel C). The individual’s coefficient of relative risk aversion equals
v =5 and the time preference parameter 3 = 0.96. Note that the axes for the equity allocation are reversed
relative to the other figures for expository reasons. The vertical axes displays the conditional allocation and
the horizontal axes the individual’s age, and either the real rate or expected inflation.
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Figure 1.4: Tilts in the optimal asset allocation induced by bond risk premia

Tilts in the optimal allocation to stocks, 5-year nominal bonds, and cash in response to changes in either
the real interest rate (left panel) and expected inflation (right panel). We present the difference A;t, in
which 7 = r or w and ¢ indicates the asset, in the optimal allocation between a high and a low value of
the state variable. The state variables range from minus two unconditional standard deviations to plus
two unconditional standard deviations around their unconditional mean. The individual’s coefficient of
relative risk aversion equals v = 5 and the time preference parameter § = 0.96. The vertical axes display
the difference in the optimal allocation and the horizontal axes the individual’s age. We present five-year
averages to summarize the results.
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Figure 1.5: Tilts in the asset allocation induced by financial wealth

Tilts in the optimal allocation to stocks, 5-year nominal bonds, and cash in response to changes in financial
wealth. We portray the difference A}, in which ¢ indicates the asset, in the optimal allocation in case
financial wealth equals its 75% and 25% quantile. The individual’s coefficient of relative risk aversion equals
v =5 and the time preference parameter § = 0.96. The vertical axis displays the difference in the optimal
allocation and the horizontal axes the individual’s age. We present five-year averages to summarize the
results.
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Figure 1.6: Hedging demands induced by time-varying bond risk premia over the life-cycle
Hedging demands using stocks, 5-year nominal bonds, and cash induced by time-varying bond risk premia.
The hedging demands are calculated at each point in the life cycle by comparing the optimal strategies for
the Strategic Investor and the Conditionally Myopic Investor. The main text provides further details. The
individual’s coefficient of relative risk aversion equals v = 5 and the time preference parameter 5 = 0.96.
The vertical axis displays the hedging demands and the horizontal axis the individual’s age. We present
five-year averages to summarize the results.
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Figure 1.7: Utility costs of sub-optimal strategies over the life-cycle

Utility costs of sub-optimal strategies over the individual’s life cycle. We compare the Strategic Investor,
Conditionally Myopic Investor, and the Unconditionally Myopic Investor by calculating utility costs relative
to the first strategy. Utility costs are determined as a fraction of certainty equivalent consumption and
expressed in basis points (bp). The main text provides further details. The individual’s coefficient of relative
risk aversion equals v = 5 and the time preference parameter 3 = 0.96. The vertical axis displays the utility
costs and the horizontal axis the individual’s age.



Panel A: Tilts in the asset allocation
v=3 y=7
Real rate Expected inflation Real rate Expected inflation
Age Equity Bonds Cash Equity Bonds Cash Equity Bonds Cash | Equity Bonds Cash
26-30 0% 0% 0% 0% 0% 0% 0% 0% 0% -4% 4% 0%
31-35 0% 0% 0% -5% 5% 0% -3% 3% 0% -29% 29% 0%
36-40 0% 0% 0% -T% ™% 0% -9% 9% 0% -49% 51% -1%
41-45 0% 0% 0% -13% 13% 0% -12% 11% 1% -55% 66% -11%
46-50 -2% 2% 0% -24% 24% 0% -12% 10% 2% -49% 3%  -24%
51-55 -6% 6% 0% -38% 38% 0% -10% 8% 2% -41% %  -36%
56-60 | -10% 9% 0% -57% 57% 0% -T% 6% 1% -35% 84%  -49%
61-65 | -10% 8% 1% -57% 67% -9% -5% 4% 1% -23% 90%  -67%
Panel B: Hedging demands
v=3 y="T
Age Equity Bonds Cash Equity Bonds Cash
26-30 | 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
31-35 | 0.0% 0.0% 0.0% -0.3% 0.3% 0.0%
36-40 | 0.0% 0.0% 0.0% -0.8% 0.9% -0.2%
41-45 | 0.0% 0.0% 0.0% -1.0% 1.7% -0.7%
46-50 | 0.0% 0.0% 0.0% -1.0% 2.7% -1.7%
51-55 | -0.1% 0.1% 0.0% -0.9% 3.7% -2.8%
56-60 | -0.2% 0.2% 0.0% -0.4% 3.9% -3.5%
Panel C: Utility costs (in bp)
vy=3 =T
Age Cond. Myopic Unc. Myopic Cond. Myopic Unc. Myopic
30 0 -21 -4 -79
40 0 -35 -6 -91
50 0 -59 -7 -111
60 0 -51 -2 -75

Table 1.4: Alternative risk preferences

This table presents tilts in the optimal allocation to stocks, 5-year nominal bonds, and cash (Panel A), hedging demands (Panel B), and utility costs
induced by following the optimal strategy of the Conditionally Myopic Investor (Cond. Myopic) or the Unconditionally Myopic Investor (Unc. Myopic),

(Panel C). The coefficient of relative risk aversion equals either v = 3 (left) or v = 7 (right). The time preference parameter equals 3 = 0.96.
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Panel A: Tilts in the asset allocation
No High School College
Real rate Expected inflation Real rate Expected inflation
Age Equity Bonds Cash Equity Bonds Cash Equity Bonds Cash | Equity Bonds Cash
26-30 0% 0% 0% -2% 2% 0% 0% 0% 0% -1% 1% 0%
31-35 0% 0% 0% -17% 17% 0% 0% 0% 0% -11% 11% 0%
36-40 -5% 5% 0% -32% 32% 0% -1% 1% 0% -22% 22% 0%
41-45 | -10% 10% 0% -49% 51% -2% -9% 8% 0% -43% 44% 0%
46-50 | -13% 12% 1% -56% 65% -9% -13% 12% 1% -56% 62% -6%
51-55 | -11% 10% 1% -52% 1% -18% -11% 10% 1% -53% 0%  -17%
56-60 -9% 8% 1% -47% 7% -30% -9% 8% 1% -48% %  -29%
61-65 -6% 5% 1% -35% 81% -47% -6% 5% 1% -35% 81%  -46%
Panel B: Hedging demand
No High School College
Age Equity Bonds Cash Equity Bonds Cash
26-30 | 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
31-35 | 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
36-40 | -0.2% 0.2% 0.0% -0.1% 0.1% 0.0%
41-45 | -0.4% 0.6% -0.1% -0.4% 0.5% -0.1%
46-50 | -0.6% 1.1% -0.5% -0.6% 1.0% -0.4%
51-55 | -0.6% 1.7% -1.0% -0.7% 1.6% -0.9%
56-60 | -0.4% 1.9% -1.5% -0.4% 1.9% -1.5%
Panel C: Utility costs (in bp)
No High School College
Age Cond. Myopic Unc. Myopic Cond. Myopic Unc. Myopic
30 -1 -58 -1 -61
40 -1 -82 -1 -74
50 -2 -99 -2 -97
60 -1 -58 0 -58

Table 1.5: Alternative education levels

This table presents tilts in the optimal allocation to stocks, 5-year nominal bonds, and cash (Panel A), hedging demands (Panel B), and utility costs
induced by following the optimal strategy of the Conditionally Myopic Investor (Cond. Myopic) or the Unconditionally Myopic Investor (Unc. Myopic),
(Panel C). The individual’s education level is either ”No High School” (left) or ” College” (right). The coefficient of relative risk aversion equals v = 5 and

the time preference parameter 5 = 0.96.
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Panel A: Tilts in the asset allocation

Correlation income risk and equity returns is p = 25%

10-year nominal bonds

somShpue se[qell, ‘O

Real rate Expected inflation Real rate Expected inflation
Age Equity  5-year bonds Cash Equity  5-year bonds Cash Equity 10-year bonds Cash | Equity 10-year bonds Ca
26-30 -2% 2% 0% -33% 33% 0% 3% -3% 0% -44% 44% 0
31-35 -9% 9% 0% -63% 63% 0% 10% -10% 0% -68% 68% 0
36-40 | -13% 13% 0% -72% 73% 0% 13% -13% 0% -72% 2% 0
41-45 | -16% 15% 1% -78% 81% -3% 13% -14% 1% -78% 79% -1%
46-50 | -17% 15% 2% -70% 84% -14% 10% -14% 4% -82% 84% -2%
51-55 | -13% 11% 2% -58% 81% -23% ™% -15% 8% -72% 86% -13%
56-60 -9% 8% 1% -49% 82% -33% 4% -17% 13% | -57% 86% -29%
61-65 -6% 5% 1% -35% 84% -48% 1% -19% 18% | -36% 83% -4
Panel B: Hedging demands
p = 25% 10-year nominal bonds
Age Equity Bonds Cash Equity Bonds Cash
26-30 | 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
31-35 | 0.0% 0.0% 0.0% -0.1% 0.1% 0.0%
36-40 | -0.3% 0.3% 0.0% -0.5% 0.5% 0.0%
41-45 | -0.4% 0.7% -0.2% -1.0% 1.1% -0.1%
46-50 | -0.5% 1.3% -0.7% -1.4% 1.9% -0.5%
51-55 | -0.6% 1.9% -1.3% -1.6% 2.7% -1.1%
56-60 | -0.4% 2.1% -1.7% -0.9% 2.7% -1.8%
Panel C: Utility costs (in bp)

p = 25% 10-year nominal bonds
Age Cond. Myopic Unc. Myopic Cond. Myopic Unc. Myopic
30 -1 -75 -4 -184
40 -1 -92 -5 -257
50 -2 -99 -9 -292
60 0 -57 -2 -172

Table 1.6: Correlation between income risk and asset returns, and alternative asset menus
This table presents tilts in the optimal allocation to stocks, 5-year (left) or 10-year (right) nominal bonds, and cash (Panel A), hedging demands (Panel B), N
>

and utility costs induced by following the optimal strategy of the Conditionally Myopic Investor (Cond. Myopic) or the Unconditionally Myopic Investor
(Unc. Myopic), (Panel C). The left side of the table presents the results when income risk and equity returns have a correlation of p = 25%. The coefficient
of relative risk aversion equals v = 5 and the time preference parameter 5 = 0.96.







Chapter 2

Optimal Annuity Risk Management

Abstract

We study the optimal consumption and portfolio choice problem over an individual’s life-cycle
taking into account annuity risk at retirement. Optimally, the investor allocates wealth at retire-
ment to nominal, inflation-linked, and variable annuities and conditions this choice on the state of
the economy. We also consider the case in which there are, either for behavioral or institutional
reasons, limitations in the types of annuities that are available at retirement. Subsequently, we
determine how the investor optimally anticipates annuitization before retirement. We find that (i)
using information on term structure variables and risk premia significantly improves the annuity
choice, (ii) annuity market incompleteness is economically costly, and (iii) adjustments in the op-
timal investment strategy before retirement induced by the annuity demand due to inflation risk
and time-varying risk premia are significant in economic terms. This latter result holds as well for
sub-optimal annuity choices. The adjustment to hedge real interest rate risk is negligible.

2.1 Introduction

In an economy with complete annuity markets, fairly-priced annuities, and households with
no preference to bequeath wealth to their heirs, it is optimal to transfer retirement wealth
fully into annuities (Yaari (1965) and Davidoff, Brown, and Diamond (2005)). Annuities
reallocate wealth from states in which the individual died, and hence derives no utility
from consumption, to states in which the individual is still alive. Even if annuity markets
are incomplete, it is often optimal to annuitize a sizeable part of retirement benefits, see
Davidoff, Brown, and Diamond (2005). Nominal, inflation-linked, and variable annuities that
are linked to a broad equity index allow households to manage exposures to interest rate,
inflation, and equity risk, including the corresponding risk premia, at retirement. However,
annuitization exposes the investor to annuity risk: the utility derived from the annuity payoffs
may disappoint if financial market conditions turn out to be unfavorable at retirement.! This

paper analyzes the utility gains that are realized by the optimal annuity choice at retirement

!Soares and Warshawsky (2004) illustrate annuity risk in value terms by determining the historical initial
payout of both nominal and inflation-linked annuities.
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as well as how investors optimally anticipate annuity risk before retirement. This latter
question is relevant both for optimal and for sub-optimal annuity choices. In addition, we

quantify the utility costs of annuity market incompleteness.

The reason why annuity risk is important to individuals is that insurance companies typ-
ically do not repurchase annuity products or at highly unfavorable prices only. Irreversibility
is a direct consequence of the adverse selection problem in annuity markets as annuitants
generally possess better information concerning their health status, in particular when they
are in bad health. It is therefore hard, if not impossible, to dynamically rebalance the annu-
ity portfolio in response to changes in financial markets after retirement. Acknowledging the
illiquidity of annuity products after retirement, the investor can essentially manage annuity

2 First, the optimal annuity portfolio at retirement can incorporate

risk along two lines.
financial market conditions at this date. Second, by trading equity and bonds before retire-
ment, the investor can construct hedging portfolios that pay off if the state of the economy is
unfavorable at retirement. Obviously, the optimal investment strategy in the period before
retirement depends on the annuitization strategy followed. Even if, either for behavioral or
institutional reasons, investors restrict attention to only part of the annuity menu mentioned

above,? hedging risks before retirement is welfare improving.

Before retirement, the investor can use equity and bond markets to engage in (dynamic)
trading strategies to hedge annuity risk. The recent long-term asset allocation literature does
not (explicitly) account for the state dependence of the value function at retirement as a
result of annuity risk. Notable exceptions are Boulier, Huang, and Taillard (2001), Deelstra,
Grasselli, and Koehl (2003), and Cairns, Blake, and Dowd (2006) in which the investor
respectively hedges a minimal guarantee or the interest rate risk induced by an annuity-
like product at retirement. These papers, however, restrict attention to a single annuity
product at retirement and abstract from risks relevant for long-term investors like inflation
and changes in risk premia. In fact, recent developments in the dynamic asset allocation
literature emphasize the importance for long-term asset allocation of time variation in interest
rates, see Brennan and Xia (2000), and Wachter (2003), inflation rates, see Campbell and
Viceira (2001b) and Brennan and Xia (2002), and risk premia, see Brandt (1999), Campbell
and Viceira (1999), Wachter (2002), Campbell, Chan, and Viceira (2003), Sangvinatsos and
Wachter (2005), Brennan and Xia (2002), and Koijen, Nijman, and Werker (2007a). We
show that the same risk factors play a role in the optimal (conditional) demand for annuities

at retirement and the induced hedging strategies in the period before retirement.*

2Browne, Milevsky, and Salisbury (2003) determine a liquidity premium required by investors to com-
pensate for the illiquidity of annuities.

3See for instance Diamond (1997) and Brown and Poterba (2001).

“Bodie and Pesando (1983) show that annuity products inherit the risk-return characteristics from the
asset underlying the annuity.
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We study the optimal portfolio, consumption, and annuity choice over the investor’s life-
cycle. Our financial market model allows for time-varying interest rates, inflation rates, and
risk premia. At retirement, we determine the optimal allocation to all three annuity products,
conditional upon the state of the economy, thus extending the class of annuitization strategies
considered so far in the literature. In addition, we estimate the welfare loss of ignoring
conditioning information or, as often observed in real-world annuity markets, restricting
attention to only part of the annuity menu. We subsequently solve for the optimal investment
and consumption strategy in the period before retirement. During this stage of the investor’s
life-cycle, the investor receives a stream of labor income of which a fixed fraction is saved
for retirement purposes. The savings are allocated dynamically to stocks, nominal and
inflation-linked bonds, and a nominal cash account. We derive optimal investment strategies
using equity and bonds to hedge annuity risk induced by both optimal and sub-optimal
annuitization strategies. We compute the welfare costs of ignoring annuity risk all together

in the investment strategy in the period before retirement.

This paper is the first to provide an integral solution to the investment problems caused
by annuity risk in a market in which interest rates, inflation, and risk premia are time vary-
ing, and provides therefore three main contributions to the extant literature. First, we show
that conditioning the annuity choice on financial market conditions improves welfare signif-
icantly. The welfare costs of ignoring information on the term structure and risk premia
at retirement range from 7%-9% of certainty equivalent consumption during retirement, de-
pending on the investor’s risk preferences. The optimal conditional annuity strategy turns
out to be a complex function of the state variables, which may limit its practical use. How-
ever, we show that 75%-95% of the gains due to incorporating conditioning information can
be obtained by following a simple linear portfolio rule. Second, we quantify the welfare costs
of annuity market incompleteness, and find that these costs can be economically significant.
Restricting access to nominal annuities is mainly costly for conservative investors, while only
having access to inflation-linked annuities is most harmful for aggressive investors. For an
individual with average risk aversion (v = 5), the costs of investing retirement wealth fully
in nominal annuities is estimated to be 28%, and 14% if the individual restricts attention
to inflation-linked annuities. This implies that annuity market incompleteness is economi-
cally costly and corroborates the results of Brown and Poterba (2001) and Blake, Cairns,
and Dowd (2003) who confine attention to a few possible retirement strategies. Third, we
determine the optimal hedging strategy in the period before retirement for four different
annuitization strategies. The optimal conditional annuitization strategy invests in all three
annuities and the weights are state dependent. The optimal unconditional strategy also
uses all annuity products, but its allocation is independent of the state of the economy at

retirement. The third and fourth annuitization strategies invest all wealth accumulated in



50 Optimal Annuity Risk Management

nominal or inflation-linked annuities, respectively. We find that the (additional) welfare
costs of not hedging annuity risk before retirement equal 9% for the first two annuitization
strategies and 1% for nominal annuitization for an individual with an average risk aversion
(v = 5). However, the (additional) welfare costs of not hedging the annuitization strategy
which invests all wealth in inflation-linked annuities is negligible. This leads to the con-
clusion that hedging annuity risk induced by time variation in inflation and risk premia
is welfare improving, while the annuity risk caused by real interest rates is only of minor
importance. The limited impact of real interest rate risk is a consequence of the relatively

strong mean-reversion implied by our estimates.

Our analysis delivers several policy implications for risk management and product design
of defined benefit (DB) and defined contribution (DC) pension plans. In case of DB pension
plans, participants are generally entitled to nominal or inflation-linked annuities. The num-
ber of annuities to be received at retirement is linked to the participant’s average or final
wage. This liability induces significant annuity risk at the fund level, predominantly caused
by time variation in inflation rates. In addition, we find that restricting the annuity menu to
either nominal or inflation-linked annuities is costly in welfare terms. This pleads for more
flexible payout options in DB pension plans. Concerning DC schemes, we show that it is
possible to design simple products which largely implement the optimal conditional annuiti-
zation strategy. Likewise, given the importance of hedging annuity risk in the period before
retirement, DC pension plans may design products that hedge the most important sources
of annuity risk that we identify, namely inflation risk and changes in risk premia, instead of
simply aiming at wealth at retirement which is then subject to interest rate and inflation

risk at conversion.

Optimal annuity choice has been addressed before in Charupat and Milevsky (2002),
Brown and Poterba (2001), Blake, Cairns, and Dowd (2003), and Horneff, Maurer, Mitchell,
and Dus (2006). Charupat and Milevsky (2002) assume interest rates and risk premia to
be constant and abstract from inflation risk. They show that the optimal allocation to
fixed (i.e., nominal or inflation-linked) and variable annuities coincides with the optimal
allocation to stocks and bonds in the period before retirement. Brown and Poterba (2001)
are mainly interested in the welfare effects of having access to inflation-linked and variable
annuities. They assume that the individual converts all retirement capital to a single annuity
product, or splits wealth equally between inflation-linked and either nominal or variable
annuities. Brown and Poterba (2001) find that both variable annuities and inflation-linked
annuities can be welfare enhancing, depending on the risk preferences of the annuitant.
Blake, Cairns, and Dowd (2003) and Horneff, Maurer, Mitchell, and Dus (2006) consider
various distribution programs of retirement wealth. They consider portfolios containing

equity and fixed annuities and show that the ability to invest in equities during retirement
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can improve welfare significantly. However, both Brown and Poterba (2001), Blake, Cairns,
and Dowd (2003), and Horneff, Maurer, Mitchell, and Dus (2006) assume risk premia to be
constant and do not explore the possibility to tailor the annuity portfolio to the state of the
economy at retirement. We relax both assumptions and find significant additional gains in

utility terms.

We simplify the problem along various dimensions for ease of exposition. First, we assume
that annuities are fairly priced, which is (from the annuitant’s perspective) an attractive
representation of observed annuity markets. Friedman and Warshawsky (1990) and Mitchell,
Poterba, Warshawsky, and Brown (1999) show that annuity products may be expensive in
fair value terms due to the adverse selection problem in the annuity market. However,
Mitchell, Poterba, Warshawsky, and Brown (1999) provide evidence that the deviation from
the fair value of the annuity decreased substantially during the last decade. Finkelstein and
Poterba (2002) also conclude that annuities are priced fairly in the UK market. Second,
the investor annuitizes wealth at a single point in time. Milevsky and Young (2003) and
Neuberger (2003) show that, once annuitization is irreversible, it may be optimal to transfer
retirement wealth gradually into annuities. Third, we abstract from bequest motives, health
shocks, and the amount of wealth pre-annuitized, see Brown (2001), Brown and Poterba
(2001), and Lopes (2005), which may affect the fraction of wealth annuitized. Finally, we
abstract from joint life annuities, see for instance Brown and Poterba (2000) and Brown
(2001), and consider only individual immediate annuities. We leave these extensions for

future research.

This paper proceeds as follows. In Section 2.2 we provide our model of the financial
market and the individual’s preferences, and discuss the annuity market we consider. Next,
we determine in Section 2.4 the optimal conditional and unconditional annuitization strategy
at retirement. We also determine the welfare costs of sub-optimal strategies and annuity
market incompleteness. In Section 2.5, we solve for the optimal policies before retirement
with annuity risk induced by both optimal and sub-optimal annuitization strategies. We
determine furthermore the welfare costs of not accounting for annuity risk in the period
before retirement. Finally, Section 2.6 concludes. Five appendices contain technical details

and proofs. All tables and figures are presented in Appendix 2.F.

2.2 Financial market, annuity market, and preferences

2.2.1 Financial market

Our financial market accommodates time variation in real interest rates, inflation rates, and

risk premia. The financial market model we consider is closely related to the models of
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Brennan and Xia (2002) and, in discrete time, Campbell and Viceira (2001b). These papers
propose two factor models of the term structure, where the factors are identified with the
real interest rate (1) and expected inflation (7). Both models assume that bond risk premia
are constant. We accommodate time variation in both equity and bond risk premia. The
investor’s asset menu comprises stocks, nominal and inflation-linked bonds, and a nominal

cash account.

We assume that the real rate is driven by a single factor, X,
ry = 0p + X4, 0, > 0, (2.1)
and expected inflation is affine in a second, possibly correlated, factor, X5,
Ty = 0p + Xog, 07 > 0. (2.2)

It is well known that real interest rates and expected inflation are persistent processes.

Therefore, we model both factors as Ornstein-Uhlenbeck processes, with i =1, 2,
dX; = —k; X;pdt + O';dZt, Ki > O, (23)

in which Z denotes a five-dimensional vector of independent Brownian motions and o; € R.
All correlations between the factors are captured by the volatility vectors. Realized inflation
is subsequently modeled as

dIT,

—_ = 7Ttdt + O'{-[dZt, (24)
1L

in which II; denotes the level of the (commodity) price index at time ¢ and oy € R>.

The value of the equity index at time ¢ is denoted by .Sy, with dynamics

5% _ pdt + o'4dZy, (2.5)
St
where pu; = Ry + po + p}Y:, in which R; denotes the instantaneous nominal short rate,
which is derived in (2.12) below, and Y a vector of forecasting variables. Risk premia are
allowed to depend on the term structure variables, (X7, Xs), and the dividend yield, D.
Ang and Bekaert (2007) show that the predictive power of the dividend yield is enhanced

in a joint model with the short rate.” We therefore take Y = (X, X5, D). In order to

°See Ang and Bekaert (2007), Goyal and Welch (2003), Campbell and Yogo (2006), Campbell and Thomp-
son (2007), Lettau and van Nieuwerburgh (2006) for a recent discussion on the predictive power of the div-
idend yield. Binsbergen and Koijen (2007) use a present-value model to show that the price-dividend ratio
has strong predictive power for both future returns and future dividend growth rates.
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accommodate first order autocorrelation in the dividend yield, we model the dividend yield

using an Ornstein-Uhlenbeck process
th = KD (/LD — Dt) dt + O'bdZt, (26)

with op € R%. Without further restrictions, the volatility vectors of the different processes
are statistically not identified. Therefore, we impose the volatility matrix (o}, 5, 071, 0%, o)

to be lower triangular.

To derive the prices of both nominal and inflation-linked bonds, we assume that the
prices of real interest rate and inflation risk are affine in the state variables. Formally, in the
nominal state price density, ¢, with corresponding dynamics

d
49 _ _pat— Naz, (2.7)

o
we assume the prices of risk, A, to be affine in the term structure variables and the dividend

yield,
Ay = Ao + MY (2.8)

Bond risk premia are allowed to be time varying, but we impose restrictions on A; such that
the risk premium on inflation-linked bonds is driven only by the real rate. Similarly, the risk
premium on nominal bonds depends on both the real rate and expected inflation, in line
with Koijen, Nijman, and Werker (2007a). We assume, in addition, that the dividend yield
does not drive the term structure of interest rates, which requires the price of unexpected
inflation, of;A;, to be independent of the dividend yield. More formally, these restriction

imply that we parameterize A; as

Ay 0 0
0 Ai(2,2) 0
A= o0 0 0o |, (2.9)
Mgy Maz) Mag)
0 0 Aisg

in which the parameters in the last two rows are identified via ogA; = i} and oAy 3y = 0.

Given the nominal state price density in (2.7), we find for the dynamics of the real state
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price density, ¢%,

dot
K

t

(R — i+ ol AN dE — (AL — oh)dZ, (2.10)
= —Ttdt — (A:‘/ — O'{—I)dZt, (211)

which implies for the instantaneous nominal short rate
Ry = o+ (14— oy ) X, (2.12)

where 6p = 6, + 0, — oppAo and A; denotes the first two columns of A;.5 The conditions
specified in Duffie and Kan (1996) are satisfied, implying that both nominal and real bond
prices are exponentially affine in the state variables. Hence, we find for the prices of a

nominal bond at time ¢, which matures at time ¢ + 7,
P(Xy,t,t+7) = exp(A, + BLX,), (2.13)
and, similarly, for an inflation-linked bond
PE(X,,t,t+71) = exp(AF + B X)), (2.14)

where A, B,, AR, BE and the corresponding derivations, are provided in Appendix 2.A.

2.2.2 Annuity market

Current annuity markets provide, broadly speaking, three types of individual immediate an-
nuity products, see also Brown et al. (2001).” Nominal annuities ensure a constant nominal
periodic payment during the remainder of the annuitant’s life. Inflation-linked annuities, on
the other hand, provide payments which are constant in real terms. Consequently, inflation-
linked annuities can protect the annuitant against inflation risk. The third annuity product
we consider is a so-called variable annuity. The payments provided by variable annuities

are linked to a broad equity index.® In this way, the annuitant is able to benefit from the

6Recall that we have assumed that the price of unexpected inflation risk does not depend on the dividend
yield, i.e. opAq(.,3) = 0.

"In this paper, we confine attention to immediate annuities, which implies that the payments start the
period after the annuity has been purchased. Alternatively, investors can purchase deferred annuities during
the accumulation phase. These products may be particularly interesting from a tax perspective. Poterba
(1997) and Blake (1999) provide a detailed overview of the different annuity products offered.

8 A variable annuity contract in the United States refers to a tax-sheltered retirement savings plan to which
periodic payments are made, see Charupat and Milevsky (2002). At retirement, the wealth accumulated can
be converted into an annuity, but the investor is allowed to select the underlying portfolio composition which
will determine the annuity income. For instance, Bodie and Pesando (1983)consider variable annuities which
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(possibly) attractive investment opportunities offered by equity markets during the retire-
ment phase. Using nominal, inflation-linked, and variable annuities, the annuitant is able to
manage exposures to the various risk factors like interest rate risk, inflation risk, and equity
risk, and the annuity market is, in essence, complete. The remainder of this section discusses

the pricing of annuities as well as the income streams provided in more detail.

We price the annuity products in the before-mentioned financial market. We assume
throughout that annuities are fairly priced and the proper survival probabilities are taken
into account.” We assume in addition that longevity risk is idiosyncratic.!® Denote the
probability that the annuitant, who is currently T years old, survives at least another s
years by ¢pr. We normalize the nominal and real annuity payments of respectively nominal
and inflation-linked annuities to one. Formally, the nominal rate of income provided by the
nominal annuity at time T + s for an annuity purchased at time T', IV (T +s,T), is given by
IN(T + s, T) = 1. For inflation-linked annuities, the nominal rate of income, I*(T + s,T),
is given by I7(T + s,T) = Iy, I1'. Consequently, the price of a nominal annuity starting
at time ¢ for an annuitant of age 7' is given by

o ¢t+s
AN (X, T) = E, prIN(T + s, T
(X,,T) ([ anrr s

) :/ sprP (X, t,t + s)ds. (2.15)
0

t

The price of an inflation-linked annuity starting at time ¢ for an annuitant of age T" equals

> ¢t+s
AR ty - t s r
(X,,T) = E (/O pri(T+5,1)=;

) :/ pr PR (X, t,t + ) ds. (2.16)
0

t

The pricing and payout structure of variable annuities is somewhat more involved, see also
Bodie and Pesando (1983) and Brown and Poterba (2001). A variable annuity is parame-
terized by a so-called assumed interest rate (AIR), h. The AIR is an actuarial construct to
determine the number of contracts obtained per dollar invested. Formally, for every dollar

invested in a variable annuity, the annuitant receives AV (h, T)~! contracts, with

Av(h,T):/ spre "ds. (2.17)
0

are backed by a diversified portfolio of both stocks and bonds. We define, following Brown and Poterba
(2001), variable payout annuities that are exclusively linked to a broad equity index and introduce the two
other available annuity contracts (nominal and inflation-linked) in turn.

9Despite the evidence that annuities are expensive once compared to their value due to the adverse
selection problems in annuity markets, see for instance Friedman and Warshawsky (1990) and Mitchell,
Poterba, Warshawsky, and Brown (1999), the latter study also provide evidence that the deviation from the
fair value decreased during the last decade. Finkelstein and Poterba (2002) show in addition that annuities
are priced fairly in the UK market.

10Tt is straightforward to generalize the model to allow for a systematic component in longevity risk.
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The rate of income provided at time T" + s for a variable annuity purchased at time 7T is
given by IV (h, T + 5,T), with
1

Stys
1V(h,T +5,T) = AT ;; e he (2.18)

2.2.3 Investor’s preferences and labor income

The investor is assumed to participate in the labor market during the period [ty, T'] and the
retirement date 7 is specified exogenously.!! The nominal rate of income is denoted by L?
and its real counterpart by L, = LSII,'. Before retirement, the investor allocates wealth
dynamically to stocks, two long-term nominal bonds, and a long-term inflation-linked bond.'?
The optimal proportion of wealth allocated to these assets at time t is denoted by x;. The
remainder, 1 —x}¢, is invested in a nominal cash account. In addition, the investor optimally
decides upon the amount to consume at time ¢, C;. At age T the investor retires and
annuitizes all wealth accumulated. The fractions allocated to the nominal, inflation-linked,

and variable annuity at time T are denoted by o, aff, and Y., respectively.

The investor derives utility from real consumption during the life-cycle, in line with Bren-
nan and Xia (2002) and Sangvinatsos and Wachter (2005). The preferences are represented
by a time-separable CRRA utility index, i.e., the value function of the problem is

o) e’ﬁt Ct 1—v
J (Wt07 )/;507 Lto, to) = max Eto / t*topto D a— (ﬁ) dt ,(219)
t, t

(Ct)ieltg,o0) (@) et 110 07 0 0 L=y

where 3 denotes the subjective discount factor. We assume throughout that r_p, = 1,
for all t € [ty,T], i.e., the investor survives up to retirement with probability one. The
optimization in the period before retirement is subject to a dynamic budget constraint. Let
W, denote wealth accumulated and L? the nominal rate of labor income at time ¢. The

budget constraint is
AW, = W, (2}2A, + Ry) dt + (L — Cy) dt + W, ¥dZy, to <t < T, (2.20)

and X the volatility matrix of the traded assets. During the retirement phase, the investor
receives annuity income. Part of this annuity income can be saved in order to smooth

consumption. We assume that the wealth accumulated is invested in a nominal cash account.

"1 The model can easily be extended to allow for several predetermined dates at which the household can
convert its retirement capital into annuities. We impose annuitization at a fixed date T" only for computational
tractability.

12 Any additional bond is redundant as the term structure of interest rates is driven by two factors, i.e.
(X1,X2). In order to complete the market, one inflation-linked bond is required to hedge unexpected
inflation.
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This leads to the budget constraint during retirement

with Y; indicating nominal annuity income at time ¢. Further, we assume that the investor

annuitizes fully at retirement,' i.e., for t > T,

Y, ay aft I,

+ + oV IV (h,t,T), with o + o + oV = (2.22
WT* AN (XlTa X2T7 T) AR (XlTa X2T7 T) HT T ( ) T T T az )

The budget constraint in (2.21) is subject to the initial condition Wy = 0, since the
investor converts all wealth into annuities. Note that Wr_ in (2.22) refers to retirement
wealth just prior to conversion. In summary, the investor annuitizes fully at retirement
and can smooth annuity income optimally during retirement using a nominal cash account,

following for instance Brown and Poterba (2001).

The optimization is subject to the (institutional) constraint that annuities cannot be

shorted, i.e.,
ol ot o > 0. (2.23)

We assume that the investor cannot capitalize future annuity income to increase today’s
consumption. Therefore, we impose that the investor is liquidity constrained, which formally

implies, for t > T,
W, > 0. (2.24)

The dynamics of real labor income, L, = L{II; !, are given by, with ¢ € [to, T] indicating

the investor’s age
— = g,dt, (2.25)

where ¢, is calibrated on the basis of Cocco, Gomes, and Maenhout (2005) and Munk and

Sorensen (2005) to capture the hump-shaped pattern in labor income over the life-cycle.

The investor’s problem can be decomposed conveniently as

T e pt O\ W

e

J (th }/toa Ltoa tO) = max EtO / ( t) dt -+ 6_'3TEt0 (J ( 71;27’ YT’ 07 T)1226)
(Ct.mt)eey,m) to 1=\

13This assumption is made for computational tractability.
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which disentangles the problem before and after retirement. We define WF = Wy _I1;! to
denote real wealth just before retirement. For future reference, we formulate after retirement

the problem as, for v > 1,

R o efﬁ(th) Ct 1_7
J (Wi Yr,0,T) = max Er / t-TPT—— (ﬁ) dt (2.27)
t
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with CF = C,W; Ty _II,; !, ie., CE denotes the real fraction of wealth consumed at time ¢.

2.3 Model estimation and calibration

2.3.1 Estimation of the financial market model

The financial market model is estimated using monthly US data on bond yields, inflation,
and stock returns over the period January 1952 up to May 2002. The government yield
data up to February 1993 is the McCulloch and Kwon data and we extend the sample using
data provided by Rob Bliss.!* We use 3-month, 6-month, 1-year, 2-year, 5-year, and 10-year
nominal yields in estimation. Inflation data is obtained via CRSP and is based on the CPI-U
price index. Finally, we use returns on the CRSP value-weighted NYSE/Amex/Nasdaq index
for stock returns. We construct the dividend yield on the basis of the index with and without
dividends, along the lines of Campbell, Chan, and Viceira (2003). The model is estimated
by means of maximum likelihood using standard Gaussian Kalman filtering techniques as

detailed in Appendix 2.B. The estimation results are summarized in Table 2.1.

We find that expected inflation is far more persistent than the real interest rate (see also
Brennan and Xia (2002) and Campbell and Viceira (2001b)). The innovations to the real rate
and expected inflation are negatively correlated. For the unconditional prices of real interest
rate risk and expected inflation risk, Ay, we find that the former is rewarded a much higher
price of risk than the latter. This implies that real interest rate risk is a highly priced risk
factor in comparison to the expected inflation factor. The unconditional equity risk premium
is estimated to be 4.3%. The unconditional nominal bond risk premium equals 1.8% for a
10-year nominal bond. Likewise, the risk premium on 10-year inflation-linked bonds equals
1.2%. Concerning the dynamics of bond risk premia, we find that the real bond risk premium
increases with the real rate and the nominal bond risk premium increases with both the real

rate and expected inflation. We define the inflation risk premium to be the difference in

14We are grateful to Rob Bliss for providing the data.
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expected returns on nominal and inflation-linked bonds with the same maturity, following
Campbell and Viceira (2001b). As a result of the negative correlation between the real rate
and expected inflation, the exposure of nominal bonds to the real rate will be smaller than for
inflation-linked bonds, with the same maturity. This implies that the inflation risk premium
is decreasing in the real rate and increasing in expected inflation, in line with Buraschi and
Jiltsov (2005) and Koijen, Nijman, and Werker (2007a). Next, we find that the equity risk
premium decreases with the real rate (111) < 0) and expected inflation (p1(2) < 0) and is
increasing in the dividend yield (p11(3y > 0). Finally, the estimates of the dividend yield
process reveal the well-documented persistence of financial ratios and the high (negative)

correlation of its innovations with equity returns.

2.3.2 Calibration of the annuity market

Bodie and Pesando (1983) select the AIR equal to the expected return on the portfolio
underlying the variable annuity. Brown and Poterba (2001) remark that commonly observed
values of the AIR are around 3-4%. The choice of the AIR is not unimportant as it affects the
distributional properties of the income stream offered by variable annuities. For instance, if
the AIR is chosen relatively high, the number of contracts obtained will be high as well. This
implies in turn that the initial payments will be high, but the income stream is expected to
decline rapidly. Likewise, for low values of the AIR, the initial payout is low, but increases
in expectation. Appendix 2.C provides a rigorous discussion of the role of the AIR in a
model with constant investment opportunities. Throughout the paper, we consider variable
annuities with an AIR of h = 4%. Finally, in order to calibrate the survival probabilities,

we use mortality rates observed in 1999 provided by the human mortality database.'®

Figure 2.1 portrays the mean and volatility of the real (monthly) annuity income pro-
vided by nominal, inflation-linked, and variable annuities if the investor converts $100,000
at retirement. The horizontal axis portrays the investor’s age and the vertical axis the cor-
responding annuity income. The vector of state variables is set equal to its unconditional
expectation. Inflation-linked annuities provide a riskless payoff stream, but the level is con-
siderably lower than the mean payoff of variable annuities for all ages and that of nominal
annuities up to age 75. The real payoffs provided by nominal and variable annuities are risky

and the volatility of the payoffs increases with the investor’s age.

Figure 2.2 displays the average, real (monthly) annuity income provided by nominal,
inflation-linked, and variable annuities for different initial values of the real rate, expected
inflation, and the dividend yield if the investor converts $100,000 at retirement. Different

values of the real rate (Panel A and Panel B) have a small effect on the level of the payoffs and

15We refer to http://www.mortality.org/ for further information.
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the main patterns are unaffected. This is markedly different for expected inflation. When
initial expected inflation is low (Panel C), the initial payoff of nominal annuities is low and
the expected payoff stream is more stable in real terms. When initial expected inflation
is high (Panel D), the initial payoffs of nominal annuities are high, but decline rapidly
in expectation. The opposite occurs for variable annuities, since the equity risk premium
is negatively related to the level of expected inflation. The level of expected inflation is
therefore likely to impact the investor’s annuity choice and utility derived from inflation-
sensitive annuity products. Finally, Panel E and Panel F portray the impact of different
initial values of the dividend yield. Different values of the dividend yield have a substantial
impact on the expected annuity payoffs of variable annuities, which is a consequence of its

high persistence.

2.3.3 Calibration of labor income and preferences

The (deterministic) growth rate of labor income is given by
g: = 0.1682 — 0.00646t + 0.00006¢2, (2.28)

which corresponds to an individual with high school education in the estimates of Cocco,
Gomes, and Maenhout (2005). The income rate at age ¢y is normalized to L,y = 1 and
initial wealth W), = 0. We assume that the investor does not receive any additional form
of income during retirement, i.e. Ly = 0 for t > T. We are before retirement predomi-
nantly concerned with the impact of the annuitization decision at retirement on the optimal
investment strategies before retirement. We therefore abstract from idiosyncratic labor in-
come risk. Abstracting from idiosyncratic labor income risk allows us to solve the model in
closed-form. We refer to Viceira (2001), Cocco, Gomes, and Maenhout (2005), Munk and
Sorensen (2005), and Koijen, Nijman, and Werker (2007a) for an analysis of the impact of
idiosyncratic labor income on optimal portfolio choice. Note that the labor income stream

is equivalent to a particular portfolio of inflation-linked bonds in our model.

In terms of preference parameters, we consider three values for the coefficient of relative
risk aversion, namely v = 2, 5, and 10. The time preference parameter is set, in accordance
with Cocco, Gomes, and Maenhout (2005), to 5 = 0.04.
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2.4 Optimal retirement choice

2.4.1 Optimal annuity choice

In this section, we first determine the optimal annuity choice at retirement. Optimally, the
investor’s annuity menu contains nominal, inflation-linked, and variable annuities with an
assumed interest rate (AIR) of h = 4%. This menu allows the investor to construct the
proper exposures to all risk factors in the economy. The investor determines the optimal
allocation conditional on the current state of the economy. Next, we assess the welfare cost
of sub-optimal annuitization strategies, like ignoring conditioning information or restricting
the annuity menu to nominal or inflation-linked annuities alone. These latter annuitization
strategies are particularly interesting for at least two reasons. First, individual investors tend
to restrict attention, either for behavioral or institutional reasons, to nominal annuities, see
Diamond (1997) and Brown and Poterba (2001). Second, Defined Benefit (DB) pension
plans generally offer their participants a nominal or an inflation-linked annuity. Therefore,
it is important to quantify the welfare costs of annuity market incompleteness, as well as its
implications for the optimal investment strategies before retirement. This latter question is

addressed in Section 2.5.

We now briefly outline the optimization problem faced by the investor during retirement
as described in Section 2.2.3. The investor has to decide upon the annuity choice at retire-
ment and, given the annuitization strategy selected at retirement, the consumption strategy
during the retirement phase. The annuitization strategy optimally takes into account the
amount of capital accumulated and the economic conditions at retirement as summarized
by the real rate, expected inflation, and the dividend yield. During the retirement phase,
the consumption-savings decision incorporates the same state variables, but in addition to
these also the current income level provided by nominal and variable annuities. We use the
homogeneity property of the power utility index to normalize the current wealth level to
one, which reduces the number of state variables by one. Despite this simplification, the
problem at retirement is characterized by three state variables at retirement and five state
variables during retirement, which is computationally very hard to solve using standard
dynamic programming tools. We therefore opt for a simulation-based approach which is es-
sentially an extension of the methods developed in Brandt, Goyal, Santa-Clara, and Stroud
(2005). First, we simulate 10,000 trajectories of the state variables and corresponding an-
nuity income. Subsequently, we proceed as in case of numerical dynamic programming, but
we approximate the conditional expectations we encounter by expansions in a set of basis
functions in the state variables. This approach is virtually insensitive to the number of state

variables and, therefore, suited to solve the problem at hand. By proceeding backwards,
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we obtain an estimate of the value function at retirement for a certain retirement state and
annuity portfolio. This allows us to optimize over the annuity portfolio at retirement. We
optimize over a grid with step sizes of 5%. Our numerical procedure then results in a set of
optimal annuity choices for all of the 10,000 initial states of the economy at retirement. A

detailed discussion of the approach is provided in Appendix 2.D.

It turns out that the optimal annuitization strategy, indicated by o (Y), with ¢ €
{N,R,V},'% is a non-linear function of the state variables at retirement (the real rate,
expected inflation, and the dividend yield). In order to summarize the results, we consider a
first-order approximation of the optimal annuitization strategy in these state variables. We
will show in the next section that this approximation is very accurate. More specifically, we
run (cross-sectional) regressions for the optimal weights in each of the annuity products on
the state variables (real rate, expected inflation, and the dividend yield). We standardize

the state variables to enhance the interpretation of the coefficients. Thus, we have
o (Y) 2 af+ ) aly;, (2.29)

with i € {N,R,V}and Y = (Y —E(Y))/o(Y). The constant term (o) can then be inter-
preted as the unconditional allocation to a particular annuity product. The slope coefficients
(a?) present the percentage change in the allocation for a one (unconditional) standard devi-
ation increase in the j-th state variable. As all retirement wealth is annuitized at retirement,
we have by construction that the sum (over the three annuity products) of the constant
terms equals one, i.e., Zf’zl af = 1, and the sum of the slope coefficients for a particular
state variable is zero, i.e., for j € {1,2,3}, Z:;:l a§ = 0. These regressions therefore provide
a concise interpretation of the resulting optimal annuity strategy, and how it depends on the

state of the economy.

Table 2.2 presents the optimal annuity strategy at retirement. Recall that the constants
indicate the unconditional allocation to a particular annuity product. For instance, an
investor with a coefficient of relative risk aversion equal to v = 5 allocates 50% to inflation-
linked annuities, 42% to variable annuities, and 8% to nominal annuities. In all cases,
the unconditional allocation to nominal annuities is marginal. Since expected inflation is
a persistent and relatively low priced factor, risk-averse investors are not willing to bear
inflation risk. Similarly, more aggressive investors consider variable annuities, which are
linked to an equity index, as more attractive from a risk-return perspective. This explains the
minor role of nominal annuities in the optimal retirement choice. Table 2.2 also shows that

the optimal annuity choice is sensitive to the state of the economy at retirement. In particular

16Recall that 'N’ refers to nominal, 'R’ to inflation-linked or real, and "V’ to variable annuities.
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changes in expected inflation and dividend yield, which are both highly persistent, can alter
the optimal allocation substantially. For an investor with a risk aversion of v = 5, the
optimal allocation to variable annuities reduces by 11% in absolute terms if expected inflation
increases with one (unconditional) standard deviation. In response, the allocation to nominal
and variable annuities increases. Recall that nominal bond risk premia are increasing in
expected inflation, whereas the equity risk premium relates negatively to expected inflation.
Likewise, a one (unconditional) standard deviation increase in the dividend yield leads to a
28% increase in the allocation to variable annuities at the cost of the allocation to nominal

and especially inflation-linked annuities.

Finally, we determine the optimal annuity choice for individuals who do not incorporate
conditioning information in their portfolio choice. More specifically, the optimal annuity
choice is determined using the unconditional value function as opposed to the conditional
value function. The results are presented in Table 2.3. The optimal unconditional annuiti-
zation strategy is comparable to the optimal conditional annuitization strategy, when the

state variables equal their unconditional expectation.

2.4.2 Welfare costs of sub-optimal annuitization strategies

With the optimal annuity strategies in hand, we can compute the welfare costs induced by
adopting one of the four sub-optimal annuitization strategies described above. First, we
consider the unconditional annuity choice, where wealth is allocated to all three annuity
products, but independently of the state of the economy. Second, the annuity choice may be
restricted to either nominal or inflation-linked annuities only, which quantifies the costs of
annuity market incompleteness. Third, we investigate whether it is possible to approximate

the optimal conditional annuity choice with a simple linear portfolio rule.

The welfare costs are displayed in Table 2.4. The optimal conditional annuity choice
serves as the benchmark strategy. It turns out that taking into account information about the
term structure and risk premia at retirement is significantly welfare improving. The welfare
costs range from 7% up to almost 9% of certainty equivalent consumption, depending on
the investor’s risk preferences. In other words, investors are willing to give up 7-9% of their
retirement wealth in order to optimally incorporate the economic conditions at retirement. If
the retirement choice is restricted to inflation-linked annuities, we find that even conservative
investors incur welfare costs close to 10%. Restricting attention to only nominal annuities
induces large welfare costs, especially for conservative investors. In this case, the decrease in
certainty equivalent retirement consumption ranges from 22% for aggressive investors to 55%
for conservative investors. Converting retirement wealth to nominal annuities exposes the

individual to inflation risk, which turns out to induce significant utility costs. These results



64 Optimal Annuity Risk Management

imply that both equity exposure during retirement and the possibility to insure inflation
risk are valuable for individuals. While these results are in line with Brown and Poterba
(2001) and Blake, Cairns, and Dowd (2003), recall that these studies assume risk premia to
be constant and do not explore the possibility to tailor the annuity portfolio to the state of

the economy at retirement.

The optimal conditional annuity choice may be a complex function of the state variables.
It is therefore useful to investigate whether a simple first-order approximation to the optimal
annuity weights as in (2.29) can recuperate most of the costs induced by the unconditional

strategy. More precisely, we consider

max(a(Y),0)
>y max(ag(Y),0)’

ap™ N (Y) = (2.30)
with ol given in (2.29). The results are presented in the final row of Table 2.4. It turns
out that this simple rule reduces the welfare loss relative to the unconditional annuity choice
by 75% to 95%, depending on the risk attitude of the investor, to 0.3-2.1%. This illustrates
that it is possible to design simple rules that are close substitutes for the optimal, non-linear,

strategy.

2.5 Optimal policies before retirement

2.5.1 The optimal investment and consumption strategy

The main conclusion of Section 2.4 is that the optimal annuity strategy depends on the
economic conditions at retirement and that it is costly in welfare terms to ignore this. Also,
we show that annuity market incompleteness gives rise to significant utility costs. Even
if the optimal annuity choice does not depend on the state of the economy, for instance
if the investor restricts attention to nominal or inflation-linked annuities only, the value
function at retirement does. As a result, an investor can anticipate this dependence before
retirement and use financial markets to hedge exposures to interest rates, inflation rates, and
risk premia. In this section, we derive the optimal investment and consumption strategy in
the period before retirement, taking into account the annuity strategy at retirement. The
existing literature either abstracts from the investor’s desire to annuitize wealth, see among
others Viceira (2001), Cocco, Gomes, and Maenhout (2005), and Koijen, Nijman, and Werker
(2007a), or assumes that the investor restricts attention to a single annuity product, like in
Cairns, Blake, and Dowd (2006).

The optimal investment and consumption policies are the solution to (2.26), subject to

the dynamic budget constraint given in (2.20). We assume that the investor can allocate
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wealth to stocks, two nominal bonds, and an inflation-linked bond. The maturities of the
two nominal bonds are assumed to be three and ten years and the maturity of the inflation-
linked bonds is set to ten years. The remainder is allocated to a nominal cash account. It is
well known, see for instance Wachter (2002) and Liu (2007), that this optimal consumption
problem cannot be solved explicitly in incomplete markets. For analytical tractability, we
therefore assume that the investor consumes a fixed fraction of labor income, 6, and saves
the remainder, 1 — 6, before retirement.!” We determine the optimal investment strategy
and savings rate jointly. For the remainder of this section, it will turn out to be useful to

define the real present value of future savings until retirement, for ¢ € [to, T,
T
H(L,Y;,0,t,T) :/ (1 —0)L,PR(X,,t,s)ds. (2.31)
t

Appendix 2.E derives the optimal solution to the investment problem before retirement.

The optimal investment strategy at time ¢ is given by

R
;= (M)l(zz’)—let+

WE v
R
(MWi;Ht> (1 - %) (B) 7 (B (6 +&Y) +on) +
R
(%) % (=2) " 5%y (Fl(T) + % (To(7) + Ta(7)) }Q) _
0 ZZ;”!VLIV—? B (Wit;) =z o (2.32)

where Y and Yy are the volatility matrices of the traded assets and the state variables,
respectively, and &, &, I'1(7) and I'y(7) are given in Appendix 2.E, 7 = T — ¢, and Hy
denotes the partial derivative of H with respect to Y. It is important to note though that
when the investor aims for real wealth at retirement rather than real wealth which is in
turn converted to annuities, we have & = 0 and & = 0. Intuitively, & and & are the
exposures to the risk factors of the value function at retirement, if the investor annuitizes
her retirement wealth. The optimal portfolio in (2.32) contains four components which allow
for an intuitive interpretation. The first component is the standard myopic demand, which
exploits the risk-return trade-off provided by the assets. The second component constitutes
the minimum variance portfolio in an investment problem in which K(Y7) serves as the
numéraire. The third component hedges changes in the state variables which affect future
investment opportunity sets. This component depends on the investment horizon. The first

three components are pre-multiplied by the ratio of current real financial wealth (W2) plus

1"This setup therefore mirrors a pure DC system.
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the real present value of future savings (H;) to current real financial wealth. This tilt of
the optimal portfolio is a consequence of the fact that the investor has to implement the
optimal strategy via financial wealth rather than total wealth, see also Bodie, Merton, and
Samuelson (1992) and Munk and Sgrensen (2005). The relative importance of the first three
components is determined by the investor’s risk attitude. The fourth and final component
(the last two terms in (2.32)) corrects the optimal investment strategy for the exposures to
the risk factors of the savings stream. The optimal savings rate is determined in Appendix
2.E.

The annuitization strategy affects the optimal investment strategy before retirement via
two channels. First, the minimum variance portfolio (the second component in (2.32)) de-
pends directly on & and &, which both are zero if the investor refrains from annuitization.
Second, the coefficients I';(7) and I'y(7) in the hedging portfolio (the third component in
(2.32)) depend on & and &, see Appendix 2.E. As such, the second and third component

of the optimal investment strategy anticipate the investor’s retirement strategy.

The optimal investment strategy in (2.32) shows that the investor’s optimal portfolio is
composed by three general funds and an investor-specific fund, namely the fourth component.
The weights of the different components is investor-specific and depends on the income path

as well as on the risk attitude of the investor.

In Section 2.5.2 we examine the adjustments in the optimal investment strategy before
retirement as a result of annuity risk for both optimal and sub-optimal annuitization strate-
gies. Subsequently, we determine in Section 2.5.3 the utility costs of sub-optimal investment

strategies which abstract from the investor’s preference to annuitize wealth at retirement.

2.5.2 Optimal investment and consumption with annuity risk

We now assess empirically the properties of the optimal portfolio strategy before retire-
ment. We focus in particular on the additional hedging demands caused by annuity risk.
We first of all determine the optimal investment strategy if the individual ignores annuity
risk. Subsequently, we provide the adjustments to the optimal portfolio if the individual allo-
cates retirement wealth to either the optimal conditional annuitization strategy, the optimal

unconditional annuitization strategy, inflation-linked annuities, or nominal annuities.

Figure 2.3 portrays the optimal allocation to 3-year and 10-year nominal bonds, 10-year
inflation-linked bonds, and stocks in absence of annuity risk. The remainder is invested in
the nominal cash account. The optimal investment strategy at time ¢ as given in (2.32)
depends on the state variables (Y;), the investor’s horizon (7' —t), the income to wealth ratio

(Ly/WZE), and the investor’s risk attitude (y). In all graphs, the state variables are set to
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their unconditional expectation, the investment horizon (i.e., time to retirement) ranges from
zero to thirty years, and the income to wealth ratio equals 0.01, 0.25, 0.50, or 1. An income
to wealth ratio of 0.5 implies that the investor accumulated an amount financial wealth equal
to two annual incomes. In the first case (L;/W/2 = 0.01), the impact of human capital on
the optimal portfolio is negligible. This allows us to separate the horizon effects generated
by depletion of human capital and hedging demands as a consequence of time variation in
investment opportunities. The investor’s coefficient of relative risk aversion is set to v = 5.18
The optimal savings rate used is determined by assuming that the investor implements the

optimal conditional annuitization strategy and starts saving as of age 35.

We find that the investor holds a long position in 3-year nominal bonds, which is fi-
nanced by a short position in cash and 10-year nominal bonds, in line with Sangvinatsos and
Wachter (2005). The role of inflation-linked bonds is limited to hedging unexpected inflation
risk. Both nominal bonds and stocks exhibit strong horizon effects due to time variation
in investment opportunities (i.e., L;/W; = 0.01), see also Sangvinatsos and Wachter (2005).
The horizon effects are further amplified by the savings stream to which the investor is en-
titled. Note further that the optimal portfolio entails rather large long and short positions,
in particular for nominal bonds. This is a consequence of the high correlation between the
returns on these assets. Since all that matters are the induced exposures to the risk factors,
the positions are in fact in economic terms less extreme than suggested by the portfolio
weights. Rather than physically taking extreme bond positions, these exposures can also be

created through the use of swaps or other interest rate and inflation-linked derivatives.

Next, we illustrate the impact of the annuity choice on the investor’s investment strategy
before retirement for the same configuration of parameters as before. In determining the
hedging strategy before retirement of a particular annuitization strategy, we set the savings
rate in accordance with the particular annuity choice made at retirement. The income-to-
wealth ratio equals 0.5.1 Figure 2.4 portrays the hedging strategies for, respectively, the
optimal conditional annuitization strategy (Panel A), the optimal unconditional annuitiza-
tion strategy (Panel B), and either only inflation-linked (Panel C) or only nominal annuities
(Panel D). The hedging strategy is defined as the difference between the optimal strategy
which does account for annuity risk and the strategy which ignores it. Hence, by adding the
portfolios in Figure 2.3 to the hedging portfolio, we obtain the total optimal portfolio in the
presence of annuity risk. First, Panel A of Figure 2.4 presents the results for the optimal

conditional annuitization strategy. The hedging strategy holds long positions in 3-year nom-

18To conserve space, we restrict attention to an investor with coefficient of relative risk aversion equal to
v = 5. Results for any other configuration of the parameters are available upon request.

The results hardly change for a reasonable range of income-to-wealth ratios. Additional results are
available upon request.
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inal bonds and stocks, while 10-year nominal bonds and cash are shorted. The allocation to
inflation-linked bonds is hardly affected. The long-short position in nominal bonds pays off
in states of the economy where either expected inflation is high or real interest rates are low.
In addition, when the investor anticipates the preference to annuitize wealth at retirement,
the allocation to equities increases. An important determinant of the investment opportu-
nity set at retirement is the level of the dividend yield. Low levels of the dividend yield
correspond to low expected returns on variable annuities. Given the negative correlation be-
tween innovations in equity returns and dividend yields, a long equity position in the period
before retirement can hedge adverse changes of the dividend yield. Interestingly, the addi-
tional hedging demands are already substantial during early stages of the investor’s life-cycle.
Panel B of Figure 2.4 portrays the optimal hedging strategy for an individual implementing
the optimal unconditional hedging strategy at retirement. The optimal hedging strategy of
the optimal conditional and unconditional annuitization strategy are close. Next, Panel C
displays the optimal hedging strategy when the investor allocates all wealth at retirement to
inflation-linked annuities. The hedging portfolio is strikingly different from the one where
the full annuity menu is at the individual’s disposal. First, neither inflation-linked nor stocks
are present in the hedging strategy. When the investor allocates all capital at retirement
to inflation-linked annuities, all that matters is the exposure to the real interest rate, which
is managed by positions in the 3-year and 10-year nominal bond. Second, the allocation to
both nominal bonds changes. Note that the hedging strategy has only significant weights
as of, say, age 60. This is a consequence of the relatively low persistence of real interest
rates in comparison with expected inflation and the dividend yield implied by our estimates.
This suggests that hedging inflation-linked annuities, i.e., hedging real interest rate risk, is
far less important than hedging the optimal (un)conditional annuitization strategy which
(possibly) allocates wealth to all three annuity products. Finally, Panel D portrays the opti-
mal hedging strategy if the investor allocates all wealth at retirement to nominal annuities.
At early stages of the investor’s life-cycle, it turns out to be optimal to hold long 10-year
nominal bonds, and short 3-year nominal bonds to hedge time-varying bond risk premia.
Close to retirement, hedging real rate risk is more important and the hedging strategy is
long in 3-year nominal bonds and shorts 10-year nominal bonds, as is the case for all other

annuitization strategies.

2.5.3 Welfare costs of not hedging annuity risk

We now calculate the welfare costs of not hedging annuity risk. As before, the welfare metric
employed is the amount of retirement wealth an investor is willing to give up in order to

implement the optimal investment strategy before retirement. We refer to Appendix 2.E for
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further details. For both investment strategies, the savings rate is determined on the basis

of the investment strategy which accounts for annuity risk.

The welfare costs are presented in Table 2.5. First, we find that hedging the optimal
conditional annuitization strategy, the unconditional annuitization strategy, and nominal
annuities before retirement is valuable, in particular for conservative investors. Individuals
with an average risk aversion (v = 5) are willing to give up 9% of retirement consumption to
hedge annuity risk induced by the optimal conditional or unconditional strategy. The welfare
costs of not hedging annuity risk induced by nominal annuities amounts to 1% of retirement
consumption. We find that the costs of not hedging full inflation-linked annuitization are
small. This is consistent with the small additional hedging demands generated by this
strategy in Figure 2.4. The bottom line is that hedging annuity risk before retirement is
welfare improving due to persistent expected inflation and time variation in risk premia. The
welfare costs of not hedging the annuity risk caused by inflation-linked annuities is marginal.
The fact that hedging real interest rate risk is of minor importance is caused by the relatively

low persistence of the real interest rate.

The welfare costs of not hedging annuity risk before retirement have been calculated for
the situation in which the state variables equal their unconditional expectation. However, the
costs of not hedging annuity risk are obviously dependent on the prevailing term structure
and risk premia. To highlight the impact of changing state variables, we consider the case
where all state variables equal their unconditional expectation up to age 55, and subsequently
one of the state variables is perturbed by a one (unconditional) standard deviation, positive
shock. After the shock, the state variables equal their expected value, conditional on the

shock at age 55. The results are portrayed in Figure 2.5 for all four annuitization strategies.

Panel A depicts the results for the optimal conditional annuitization strategy. A positive
shock at age 55 to expected inflation, leading to a lower expected returns on equity and
a higher expected return on long-term nominal bonds, decreases the welfare costs of not
hedging annuity risk. For a positive shock to the dividend yield, it becomes more costly for
the individual to abstract from hedging before retirement. This is in line with, for instance,
Brandt, Goyal, Santa-Clara, and Stroud (2005) who illustrate that the economic value of
hedging demands is higher in good economic environments. This immediately implies that
in this stage of the investor’s life cycle, high expected inflation corresponds to a deteriorated
investment opportunity set. Panel B presents the results for the optimal unconditional
hedging strategy. Note that the welfare costs hardly change in response to a shock in the state
variables. This implies that whenever the individual is not able to tailor the annuitization
strategy to the economic conditions at retirement, the welfare costs are almost independent

of the state of the economy before retirement. This is also the case for the annuity strategies
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which convert all capital at retirement into inflation-linked annuities (Panel C) or nominal

annuities (Panel D).

2.6 Conclusions

Households prefer to annuitize wealth fully at retirement if annuity markets are sufficiently
complete, annuities are fairly priced, and if they have no bequest motive. However, this
exposes investors to, what is known as, annuity risk. The utility derived from annuitized
wealth may disappoint if market conditions turn out to be unfavorable at retirement. We
show that investors may mitigate the welfare loss due to annuity risk by conditioning the

annuity portfolio on the state of the economy and by hedging certain risks before retirement.

First, we show that it is optimal for individuals to incorporate information on the term
structure and risk premia at retirement in the annuity choice. The welfare costs of ignoring
this information range from 7% to 9%, depending on the investor’s risk preferences. How-
ever, the optimal conditional annuitization strategy may depend in a complex way on the
underlying state variables. We show that it is possible to design a simple linear rule which
allocates wealth to nominal, inflation-linked, and variable annuities contingent on the state
of the economy. In fact, 75%-95% of the gains due to incorporating conditioning information
can be obtained by following this simple rule. In addition, restricting the annuity menu
to only nominal or only inflation-linked annuities increases welfare costs even further. This
implies that equity exposure during retirement, as well as the ability to insure inflation risk,
are welfare enhancing. These conclusions may have serious implications for both DC and
DB pension plans. Concerning DC pension plans, investors tend to restrict attention to
nominal annuities, if they annuitize at all. On the other hand, DB pension plans usually
offer participants either nominal or inflation-linked annuities. Therefore, the annuity port-
folio is not diversified and participants cannot take advantage of the (possibly) investment

opportunities offered by equity markets.

Whether or not investors adopt optimal annuitization strategies at retirement, investors
face annuity risk before retirement that can be hedged by trading in equity and bond markets.
We consider the case where the investor’s menu contains stocks, nominal and inflation-
linked bonds, and a cash account. We determine the optimal hedging strategies for annuity
risk induced by the optimal conditional annuitization strategy, the optimal unconditional
annuity strategy, and investing all wealth in inflation-linked or nominal annuities. The
optimal hedging strategy entails significant positions in the various securities already in
early stages of the investor’s life cycle, unless the investor allocates all wealth to inflation-

linked annuities. This result is confirmed by a welfare analysis in which we determine the
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welfare costs induced by not hedging annuity risk. These welfare costs range from 1% to over
10%, depending on the risk attitude of the investor, unless the investor allocates all wealth
to inflation-linked annuities at retirement. In other words, hedging inflation risk and time
variation in risk premia before retirement can be significantly welfare enhancing. Hedging
annuity risk induced by time variation in real interest rates turns out to be only of minor

importance.

Future research can extend this paper in various directions. First, the investor considered
annuitizes all wealth at age 65. Neuberger (2003) and Milevsky and Young (2003) have shown
that it may be optimal to gradually transfer wealth accumulated to annuities. This relates
directly to the literature in which investors endogenously select their retirement age, see for
instance Farhi and Panageas (2005) and the references therein. Incorporating this additional
flexibility may provide a more complete answer to the dynamic life-cycle investment and
consumption problem. Related to this is our assumption that labor is supplied inelastically,
implying that the investor does not decide endogenously on the leisure/working decision as in
for instance Bodie, Merton, and Samuelson (1992). Second, we have restricted our analysis
to immediate individual annuities, ignore bequests, and uncertainty concerning the investor’s
health during retirement. The annuity menu may be extended by joint annuities for married
couples, deferred annuities, or annuities which embed particular derivative structures like
escalating annuities. Finally, we have assumed that annuities are priced fairly, while realistic
annuity markets usually include charge substantial load factors. Lopes (2005) shows that
load factors and, in addition, minimum size restrictions, may have a substantial impact on

the annuitization decision.
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2.A Pricing of nominal and inflation-linked bonds

We derive the nominal prices of both nominal and inflation-linked bonds in the financial market described
in Section 2.2, following the results on affine term structure models in, for instance, Duffie and Kan (1996)
and Sangvinatsos and Wachter (2005).

To that extent, we assume that both nominal and inflation-linked bond prices are smooth functions of
time and the term structure factors X, which satisfy

dX, = —Kxdt + SxdZ,. (2.33)

Denote the price of a nominal bond at time ¢ that matures at time T' by P(X;,¢,T). Since nominal bonds
are traded assets, we must have that ¢, P(X;,t,T) is a martingale, where ¢ is given in (2.7). This implies?’

1
—PxKxX+ P, + §t7” (E/XPX)(E)()prfp&ExA:O, (234)
where the subscripts of P denote partial derivatives with respect to the different arguments. Using the
results of Duffie and Kan (1996), we obtain nominal bond prices that are exponentially affine in the state

variables, like in (2.13). Substituting this expression in (2.34) and matching the coefficients on the constant
and the state variables X, we obtain the following set of ordinary differential equations

A(T) = 7B(T)/ExA() + %B(T)/Exz/XB(T) - (53, (235)
B(r) = - (K}( + Agz’x) B(r) - (LQ - aﬁﬁl) , (2.36)

where 15 denotes a two dimensional vector of ones and /~81 the first two columns of A;. The boundary
conditions to the differential equations are given by A(0) =0, B(0) = 0.

The price of inflation-linked bonds can be derived along the same lines. The nominal price of a real bond
is denoted by the product II; P¥(X,t,T). The martingale property of ¢;I1; PT(X;, ¢, T) implies

1
—PEKxX + Pl + 5t (5 PExEx) — (R— 7+ offA) PR + P¥Sx (on — A) = 0, (2.37)
Since prices of inflation-linked bonds are affine in the state variables,?! (2.37) reduces to
. ) 1
—BR(r) KxX = A%(r) = BR(7)' X + 5B (r)SxTx B (7) = 7 + B (7)'Sx (on = A) = 0. (2.38)

We again match the coefficients on the constant and the state variables X, which leads to the following set
of ordinary differential equations

g 1
AR(r) = =B(r)Sx (Ao = on) + 5B (1) Sx Ty B () = v, (2.39)
BR(r) = —(Ky+ Ay ) BR(r) e, (2.40)
where e; denotes the i-th unit vector. The boundary conditions to the differential equations are given by
AR(0) =0, BE(0) =0.
2.B Details estimation procedure
Our estimation procedure in closely related to Sangvinatsos and Wachter (2005). The main difference is

that we allow all yields to be measured with error, following Brennan and Xia (2002) and Campbell and
Viceira (2001Db), rather than assuming that some yields are measured without error. We assume that the

20For notational convenience, we omit the time subscripts.
21This is a consequence of the fact that instantaneous expected inflation is affine in the state variables.
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measurement errors are independent, both sequentially and cross-sectionally. The continuous time equations
underlying the financial market in Section 2.2 can be written as

Xi [ 02x1 _II(X O2x2 0 Xy
log IT, B Op — %aﬁan n €2 O1x2 0 log IT;
log S ORr + o — %J’SJS (L’2 — o AL+ /‘/1(1:2)) O1x2  Hi(3) log St
Dy | “DKD Dy

Yx

!
on

+ ' dz,

dt

01x2 Oi1x2 —kD

= (@0 + @1Kt) dt + X gdZ;, (2.41)

with Ky = (X{,logII, log St,Dt)/ and Kx € R**? is a diagonal matrix with elements x; and ko. As K
follows a standard multivariate multivariate Ornstein-Uhlenbeck process, we may write the exact h-period
discretization (see for instance Sangvinatsos and Wachter (2005))

KtJrh = ,LL(h) + F(h)Kt + Et+h, (242)

where €41, N (05><1, E(h)) for appropriate u, T and B which we derive below. To derive the
discrete time parameters, we consider the eigenvalue decomposition ®; = UDU~!. The parameters in the
VAR(1) - model relate to the structural parameters via

'™ = exp(©1h)=Uexp(Dh)U ", (2.43)

(h)

t+h
W / exp (©1[t+h —s])ds| O
t

= UFU'O,,
where F' is a diagonal matrix with elements F;; = ha (D;;h), with

a(z) = exp(x) — 17

x

and a(0) = 1. Finally. the derivation of () is slightly more involved. We have

t+h
Q) :/ exp (O1 [t + h — 5]) S X exp (O [t + h — ])' ds (2.44)
t
- vy,

where V' is a matrix with elements

t+h
Vij = / exp(D[t+h—s]) U 'S (U*I)/exp (D[t+h—s])ds (2.45)

L 1]

- t+h
= [useyy (U—l)/} / exp ([Dii + Djj] [t + h — s]) ds
L ) Jt

= [UTskS (U] ha([Di+ DR

L ij
Using data on six yields, stock returns, and inflation, we estimate the model using the Kalman filter. The
transition equation is given by (2.42). We assume that all yields are measured with measurement error, in
line with Brennan and Xia (2002) and Campbell and Viceira (2001b). The likelihood can subsequently be
constructed using the error-prediction decomposition, see for instance Harvey (1989).
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2.C Digression on the AIR

In this section, we succinctly summarize the role of the AIR in a simple model. Reducing (2.5), we find

% = pdt + odZy, (2.46)

t

with o =|| o5 || and Z a univariate Brownian motion. For the sake of exposition, we consider in this appendix
that the remaining life-time of an individual of age T is exponentially distributed with parameter A\, implying
for the survival probabilities

pr =€ (2.47)
Therefore, we immediately have, with s > 0,
1
AY(hT) = —— 2.48
(hT) = 105 (2.43)
1
IV(h,T+sT) = (A+h)exp (<u - 502 - h) s+o(Zrys — ZT)> , (2.49)

see also Charupat and Milevsky (2002). The latter expression reveals that the choice of the AIR affects both
the expectation as well as the dispersion of the payments provided by the variable annuity. The expectation
and a-quantiles, QQ,, of the payout are given by

E(IV(h,T+sT)) = (A+h)exp((u—h)s), (2.50)
Qo = (A+h)elr=307h)sevao (o) (2.51)

with @ denoting the CDF of the standard normal distribution. Obviously, 4 = h is the knife-edge case for
which the expected income stream is constant. For p > h, the initial expected payout is low, but expected
to increase during the retirement phase. The early payout is less risky than for u = h, but increases as the
investor ages. On the contrary, for u < h, the initial payout is high, but expected to decrease. The quantiles
for the initial payout will be more wide-spread, but will widen less rapidly as the investor ages. In sum,
a low AIR corresponds to low and not too risky initial payout, but future payout is expected to be higher
and more risky. A high AIR corresponds to high and relatively risky initial payout, but the future payout is
likely to be lower, albeit less risky.

2.D Optimal policies after retirement

We discretize the consumption-savings problem after retirement (2.27) at an annual frequency. We thus
consider

Tinax (CR)I*“/
J(1,Y7,0,T)= max Ep Z pppe PN ) (2.52)
(Ct)te(r,00) =Tl 1—x

where we normalize real retirement wealth before annuitization to unity and Ty, = 100. The maximization
is subject to the discretized real budget constraint

Wi =W - CRep + Y, t=T,T+1,..., and Wf =0, (2.53)

with Y;® = Y;I17/II; indicating real annuity income, Y; nominal annuity income, and R;1 = II;/(P(Xy, t, t+
1)ITt41) the real return on a nominal cash account. Further, we impose the liquidity constraint

CR<WE, (2.54)

which implies that the investor cannot capitalize future annuity income to increase today’s consumption.
Concerning the return on investment, we assume that the investor has access to a cash account, which is
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riskless in nominal terms, but risky in real terms.

This problem leads to the following Bellman equation, for ¢ > T,

ch'
JWL Y, 0,t) = rg%x{ ( 11) —+ (t;’T’T) By (e PT(WE L, Yigr,0,t+1)) v, (2.55)
and
cE )
J(WTH,-@X 5 YTmax; 07 Tmax) = ( jimi(l/ (256)

Applying the envelope theorem results in the optimal consumption

(CtR*) = <t+1pT) E; (e_ﬁ (CtRJﬁ)i7 Rt+1) , (2.57)
tPT
ie.,
CF* — HPT \ o (-8 (0BT R vl 5 58
=\ t(e (Cit) t+1) : (2.58)

This result shows that we can determine the optimal consumption policy in a "myopic” fashion. The common
procedure is to specify a grid over wealth and subsequently apply numerical dynamic programming to solve
for the optimal policy. This results in a strategy C’ﬁ*l (Wﬁl) which can be used to determine the consumption
policy in period ¢ for a given initial wealth level W/ . However, solving for the optimal consumption policy
then still entails solving for the root of (2.58) as Wi, depends on Cf*. Carroll (2006) provides an alternative
approach to circumvent this problem. Carroll (2006) suggests to consider a grid in a; = W2 — CF rather
than W. The budget constraint (2.53) now reads

thi1 = Rt+lat + Ytilv (2.59)

which no longer depends on CtR. As a consequence, once we can approximate the conditional expectation in
(2.58), we can solve immediately for the optimal consumption policy

—1/v
Ol (ay) = {<M> E, (e*ﬁ (B Rtﬂ) | at} . (2.60)
tPT
Second, once we determine the optimal consumption policy on all m grid points, indicated by ai, ..., am,
we determine an endogenous wealth grid via
Wil = C*(ar) + ay. (2.61)

To approximate the conditional expectations we encounter, we consider expansions of the conditional expec-
tations in a set of basis function of the state variables. This approach has been introduced by Brandt, Goyal,
Santa-Clara, and Stroud (2005) for optimal portfolio choice. To review, we first simulate N trajectories and

indicate the trajectories by wq,...,wy. Second, select a grid of after consumption wealth a, indicated by
ai,...,a,.22 At time T, the optimal policy is trivial and Cﬁnax = Wﬁmx, Vw;, implying ar,, = 0. At times
t=T+1,...,Thax — 1, we estimate the conditional expectation for each a; using cross-sectional regres-

sions. For wealth levels Wi, in between the (endogenous) grid points, we employ linear interpolation. This
leads to the optimal policy for each given a;. Given all a;, we determine the endogenous wealth grid Wﬁi,
j=1,...,m. Along these lines, we proceed backwards. Since the conditional expectation in (2.60) should
remain strictly positive, we approximate the conditional expectation not linearly in basis functions, but
rather an exponentially affine combination of basis functions. We consider exponentially affine expansions in
the real rate, expected inflation, the dividend yield, and log annuity income. The first three state variables
are de-meaned and normalized by their (unconditional standard deviation). Higher order expansions hardly

22This grid possibly depends on time as well.
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change the results at the reported precision.

This numerical procedure results in IV trajectories of realized utility. These trajectories are in turn used
to estimate the coefficients of the exponentially affine approximation of the value function at retirement.
Further details on the numerical procedure are available upon request. Using this approximation, we are
able to determine welfare costs of sub-optimal annuitization strategies and the optimal investment and
consumption strategies in the period before retirement. More specifically, we consider an approximation of
the form??

[(1 — ’}/)J(l, Yr, O,T)]ﬁ >~ exp <§() + fiYT —+ %Yj{ngYT) = K(YT). (2.62)

Using this approximation, the value function at retirement can be written conveniently as

n 1 [ wE N\
J(WE, Yr,0,T) = — \Zom . (2.63)

The utility loss we report (¢) is defined as the decrease in certainty equivalent consumption

JOpt(l’YTvo’T)}l/(Vl) . (2 64)

gf)(YT) - { JSub(L Yr,0, T)

Alternatively, ¢(Y7) can be interpreted as the fraction of retirement wealth an investor is willing to give up
in order to be able to implement the optimal conditional annuitization strategy. Since this measure depends
on the state of the economy at retirement, we report its unconditional expectation.?*

2.E Optimal policies before retirement

In this appendix we derive the optimal investment strategy in the period before retirement using dynamic
programming. We initially solve the problem without labor income. The approximate objective function is

given by
1 Wk N\
Eg{ — T 2.
0{17(K0%D }’ (269)

with WTE = WTH;I, subject to the dynamic budget constraint of real wealth

AW R
WE

= (6, +e\Yi+op(on — Ay) + 2,3 (Ay —on)) dt + (233 — op;) dZ; (2.66)
= /LwRdt+ O'%/RdZt, (267)

with e; denoting the i-th unit vector and Y = (X1, Xo, D)’. The diffusion of the state vector is given by

dY; = (G + Q1Y) dt + EydZ, (2.68)
with
0 —K1 0 0 0'/1
C() = 0 y <1 = 0 —K2 0 , Ey = Ué . (269)
KDID 0 0 —KD aly

23This approximation can be shown to be highly accurate. However, the accuracy deteriorates for high risk
aversion levels and annuity portfolios which are concentrated in nominal annuities. Results on the accuracy
of the value function are available upon request.

24We use a lemma in Campbell, Chan, and Viceira (2003) to determine E (¢(Y7)).
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Using the definition of K (Y") in (2.62), the dynamics of K; = K (Y;) is given by

d?K: = ((El +&Y1) (G +GYr) + %tr (Xy&3y) + % (614 &Y2) Sy Ey (& +£2Yt)) dt
+ (& + &Y) BydZ, (2.70)
= ugdt+ oxdZ,. (2.71)

We first of all derive the dynamics of wealth relative to K;, which we denote by W¥. Next, we derive the
optimal portfolio and the induced value function before retirement. Importantly, we show in (2.82) that the
optimal portfolio policy is affine in the state variables, Y, and we introduce the notation

Ty = Qg + 041}/;. (272)
The dynamics of scaled real wealth, WX, is given by

AWK

e = (s + s e+ Y e Ye) de + (o + owxYy) dZ. (2.73)
t
with drift coeflicients
1 1
px = Ot (Zao—on) (Ao —on) — &G — Str (By&Xy) + 55121@%1 -
gizy (E/OLO — O’H) y (274)
myx = € — oA+ apSA 4 (Ao — on) Xag — £1¢ — (G + £ 8y Sy b —
Xy Y ar — (apE — opp) By &, (2.75)
1
pix = XA — &G+ 55523/2'}/52 — &Yy Y ay, (2.76)
and diffusion coefficients
U%K = EIOéQ — O[] — Elygl, (277)
U‘}/[//K = E/Oél - E{Y'EQ (278)

The value function is conjectured to be of the form

1

WR
J(WtRaYtat):—( L

K(Y7)

— )17 exp (FO(T) + (7)Y + %Y;’I‘Q(T)Yt) , (2.79)

with 7 = T — t the remaining time up to retirement. The optimal investment policy is subsequently derived
via the Hamilton-Jacobi-Bellman (HJB) equation

JWKWK (Mg/}( + ,U/%K}/t + Y;IMYE;(Y;) + J{/VKYEY (U%K + U;{VK}/t) +
sup | L Jywrwr WE2 (05« + 03, Ye) (050 +0ppx Ye) + 4 (G0 + 1Y) + =0, (2.80)
v 5757“ (EIYJnyy) + J¢

subject to the boundary condition

R \177
JWE Yp, T) = ﬁ (KV(V;T)) . (2.81)

Using the first order conditions of (2.80) and the value function as given in (2.79), the optimal investment
strategy is given by

'S (on+ 5 (6 +&Y) +

* —
Ty =

(=2) 7 EA, + (1 - %) (%)~

D= 2=

(EZ’)_I PH I (Fl(r) + % (Ca(1) + Ta(1)") Y}) , (2.82)
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so that the coefficients in (2.72) are given by

ap = % (22) " SA + (1 - —) (=)' (on + Thé) +

%(22 LRSI (7), (2:83)
a = %(E ) EAL A+ (1 ) IR G+

%}y(zz) S5 (Da(7) + Ta(r)). (2.84)

Substitution of the optimal policy into the HJB-equation (2.80) implies for the coefficients of the value
function

To(r) = (1—y)ufpx — %7(1 —MNowoix +T1(1) o + %Fl(T)'EYEQFl(T) +
tr (X% (Ta(7) + Ta(7)) Sy ) + (1 — ’Y)Fl(T)/Eyo‘g/K, (2.85)
B = (1= )idys (0~ ool + T2 G+ 16 (Tafr) + To(r)) +

%Fl(T)IEYEIY (Ta(r) +Ta2(7)) + (1 = NT1(7) Sy oy e +

5 (1= 7o By (Pa(7) + Ta(7)) (2.86)
La(r) = 201 = — (L =Nowxogpx + (L2(r) +T2(r)) (1 +

i (To(7) + Tao(1)) 2y X4 (To(7) + Ta(7)) +

(1 =7) (T2(7) +Ta(7)) Sy ogpse, (2.87)

subject to the boundary conditions I'g(0) = 0, T';1(0) = 0, I'2(0) = 0. Note that the value function corre-
sponding to sub-optimal strategies satisfies the same ODEs, although the expressions for oy and a7 should
be modified.

In order to solve the investment problem with labor income, Bodie, Merton, and Samuelson (1992) and
Munk and Sgrensen (2005) have shown that it is possible to recast this problem to one without labor income
and initial real wealth W/* + H;. On the one hand, the optimal exposures to the risk factors of total real
wealth at time ¢ are given by (W + H;)(z}’S — of;). On the other hand, for any investment strategy, Z:,
we can derive another expression for the diffusion coefficient of real total wealth using (2.20) together with
the dynamic of realized inflation in (2.4) to determine the dynamics of real financial wealth and (2.31) for
the dynamics of the real present value of the savings stream, namely W2 (2} — on) + H{,, Xy . By equating
both diffusion coefficients and solving for the optimal portfolio Z;, we immediately obtain the expression
provided in (2.32).%

Next, we solve for the optimal fixed consumption rate, . The value function at time t = t¢ induced by
the optimal investment strategy is given by

T 1—y —BT R I—
_ HL) (& Wt +H(Lt ,Y; ,o,to,T)
J(Wiy, Yag, Lig,to) = 5o (0La) 7 - .
(o Yo Lo fo) meax/to ©1 5+17( K(Ys,) )
1
exp <F0(T) + Ty (7)Y, + EYt’OFg(T)YtO> . (2.88)

where 7 = T — ty. Using the definition of H; in (2.31), it follows immediately that the optimal consumption

25In the main text, the optimal portfolio in the presence of labor income is indicated by z}, with slight
abuse of notation.
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rate is given by

0* = i (2.89)

with, assuming thj =0,

T
N — -
to
H(L4,, Y, 0,t0, T)\ "7 1
2 e BT ( ( t"K(t; ) 0 )) exp (FQ(T) + (1) Y2 + §YtIOF2(T)Yto) ) (2.91)
to

and 7 =T — tg. We will assume throughout that initial wealth, i.e. thj, equals zero.

Finally, using the expressions for the value function in (2.88), we can determine the fraction of retirement
wealth an investor is willing to give up to hedge annuity risk is given by, with 7 =T — to,

P(Yy,) = (2.92)

, . /(1)
exp (T8 (7) = T3°(r) + (1P (0) = 180 iy 4 3%, (1970 - 1§ i) -,

where the coefficients with superscripts 'Opt’ originate from the value function corresponding to the optimal
strategy which anticipates the investor’s desire to annuitize wealth at retirement. Likewise, the superscripts
'Sub’ correspond to the value function generated by a strategy which perceives £; and &» to be equal to
zero, see (2.32). The welfare costs are calculated assuming that the initial state vector, Y;,, equals its
unconditional expectation.
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2.F Tables and figures

Parameter Estimate Parameter Estimate

Means nominal short rate and expected inflation: E (R;) = g, E (m) = 6,

Or 4.69% Or 3.02%
Process real interest rate and expected inflation: dX;; = —k; X dt + oldZ;

K1 1.07 g1 1.98%

K2 0.08 g12 —0.13%

09 1.05%

Realized inflation process: dIl;/II; = mdt + of;dZ;

o1(1) 0.10% o11(3) 1.08%
O'H(g) 018%
Stock return process: dSy/S; = (Re + po + pyYy)dt + o5dZy
Lo 0.44 T5(1) -1.50%
H1(1) -0.56 05(2) —2.49%
H1(2) -0.80 05(3) —1.53%
H1(3) 0.11 T5(4) 14.48%
Prices of real rate and inflation risk: A; = Ag + A1Y;
Aocr) 0.35 M 26.01
AO(2> -0.13 A1(272) -7.07
Dividend yield process: dDy = kp(up — Dy)dt + o dZ;
KD 0.05 O'D(3) 1.48%
1735} -3.50 OD(4) -14.40%
UD(l) 1.73% O'D(5) 3.73%
O’D(Q) 244%

Table 2.1: Estimation results for the financial market model

Parameter estimates of the financial market model. The model is estimated using monthly data on six
bond yields, inflation, and stock returns over the period from January 1952 up to May 2002. Details on the
estimation procedure are provided in Appendix 2.B.



2.F. Tables and figures

81

v=2 Constant Real rate Exp. inflation Div. yield
Nominal annuity 12% -1% 12% -10%
Inflation-linked annuity 23% 2% 2% -26%
Variable annuity 65% 2% -14% 36%
¥y=95 Constant Real rate Exp. inflation Div. yield
Nominal annuity 8% 0% 8% -1%
Inflation-linked annuity 50% 2% 3% -27%
Variable annuity 42% 2% -11% 28%
=10 Constant  Real rate  Exp. inflation Div. yield
Nominal annuity 6% 0% 5% 2%
Inflation-linked annuity 70% 1% 2% -20%
Variable annuity 25% -1% -T% 18%

Table 2.2: Optimal retirement choice

Optimal annuity choice conditional on the economic conditions at retirement. The optimal allocation to
nominal, inflation-linked, and variable annuities with an AIR of h = 4% is presented. We present the
coefficients of a regression of the optimal allocation to the three annuity products on the three state variables.
The time preference parameter equals f = 0.04 and the coefficient of relative risk aversion equals v =
2, 5, or 10. The main text provides further details.

¥y=2 =5 =10

Nominal annuity 0% 0% 0%
Inflation-linked annuity 30%  60% 75%
Variable annuity 0%  40% 25%

Table 2.3: Optimal unconditional retirement choice

Optimal unconditional annuity choice at retirement. The optimal allocation to nominal, inflation-linked, and
variable annuities with an AIR of h = 4% is presented. The time preference parameter equals 8 = 0.04 and
the coefficient of relative risk aversion equals v = 2, 5, or 10. The main text provides further details.

vy=2 vy=25 v =10
Optimal unconditional  -8.91%  -8.64%  -6.88%
Inflation-linked -18.85% -13.89% -9.91%
Nominal -22.38% -27.51% -54.84%
Linear rule -2.10%  -047%  -0.29%

Table 2.4: Welfare costs of sub-optimal annuitization strategies

Welfare costs of sub-optimal annuitization strategies relative to the optimal conditional annuitization strategy.
Welfare costs are determined as the decrease in certainty equivalent consumption during retirement. As this
welfare metric depends on the state of the economy, we report unconditional expectations. The sub-optimal
annuitization strategies are either not using conditioning information (’Optimal unconditional’), investing
all wealth in either inflation-linked (‘Inflation-linked’) or nominal ("Nominal’) annuities, or the linear rule
based on the first order approximation of the optimal conditional annuitization strategy. The time preference
parameter equals 8 = 0.04 and the coefficient of relative risk aversion equals v = 2, 5, or 10. The main text
provides further details.
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=2 vy=25 v =10
Optimal conditional -2.03%  -9.20% -11.98%
Optimal unconditional -2.43% -9.12% -13.35%
Inflation-linked -0.02% -0.13%  -0.35%
Nominal -0.10% -0.59% -1.79%

Table 2.5: Welfare costs of not hedging annuity risk before retirement

Welfare costs of not hedging annuity risk before retirement. Welfare costs are determined as the amount
of wealth an investor is willing to give up in order to follow the optimal investment strategy. The reported
numbers are based on the condition that the initial vector of state variables, Y;,, equals its unconditional
expectation. Apart from the optimal annuitization strategy ('Optimal conditional’), the sub-optimal annu-
itization strategies either ignore information on the term structure and risk premia (’Optimal unconditional’)
or invest all wealth in either inflation-linked (‘Inflation-linked’) or nominal ("Nominal’) annuities. The state
variables are set to their unconditional expectation. The time preference parameter equals 3 = 0.04 and the
coeflicient of relative risk aversion ranges from v = 2, 5, or 10.
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Figure 2.1: Mean and volatility of real (monthly) annuity benefits provided by various annuities
Mean and volatility of real (monthly) annuity benefits provided by nominal, inflation-linked, and variable
annuities (h = 4%) for $100,000 converted at retirement. The real income stream provided by an inflation-
linked annuity is by definition constant and therefore only its level is reported. The horizontal axis depicts
the investor’s age and the vertical axis indicates the level of the real annuity payout. The state variables

equal their unconditional expectation.
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Figure 2.2: Mean real (monthly) annuity benefits provided by nominal, inflation-linked, and
variable annuities for different economic conditions

Mean real (monthly) annuity benefits provided by nominal, inflation-linked, and variable annuities for various
economic conditions at retirement if the investor converts $100,000 into annuities. The top panels portray
the characteristics of the income stream when the real rate is either one (unconditional) standard deviation
below (Panel A) or above (Panel B) its unconditional expectation. The middle panels display the results
when expected inflation is either one (unconditional) standard deviation below (Panel C) or above (Panel D)
its unconditional expectation. Likewise, the bottom panels present the characteristics of the income stream
for an initial level of the dividend yield which is one (unconditional) standard deviation below (Panel E) or
above (Panel F) its unconditional expectation. The horizontal axis depicts the investor’s age and the vertical
axis indicates the level of the real annuity payout.
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Figure 2.3: Optimal portfolio choice before retirement without annuity risk
Optimal portfolio choice before retirement without annuity risk using 3-year and 10-year nominal bonds, 10-
year inflation-linked bonds, and stocks. The remainder is invested in a nominal cash account. The different
lines in each of the graphs correspond to income to wealth ratios (L;/W) of 1, 0.5, 0.25, and 0.01. The
investor’s coeflicient of relative risk aversion equals v = 5. In all graphs, the horizontal axis depicts the
investor’s age and the vertical axis indicates the optimal allocation to a particular asset. The main text

provides further details.
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Figure 2.4: Optimal hedging strategy before retirement corresponding to four annuitization

strategies

Optimal hedging strategy before retirement to hedge the annuity risk caused by the optimal conditional
annuitization strategy (Panel A), the optimal unconditional annuitization strategy (Panel B), inflation-
linked annuitization (Panel C), and finally nominal annuitization (Panel D). The optimal hedging strategy is
defined the difference between the optimal investment strategy which does and does not account for annuity
risk. The asset menu contains 3-year and 10-year nominal bonds, 10-year inflation-linked bonds, and stocks.
The remainder is invested in a nominal cash account.
investor’s coefficient of relative risk aversion equals v = 5. In all graphs, the horizontal axis depicts the
investor’s age and the vertical axis indicates the optimal allocation to a particular asset.

The income-to-wealth ratio is set to 0.5 and the
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Figure 2.5: Welfare costs of not hedging annuity risk before retirement for different state
variables

Welfare costs of not hedging annuity risk before retirement. Welfare costs are determined as the amount
of wealth an investor is willing to give up in order to follow the optimal investment strategy. The reported
numbers are based on the condition that the initial vector of state variables, Y;,, equals its unconditional
expectation. Apart from the optimal annuitization strategy (’Optimal conditional’), the sub-optimal annu-
itization strategies either ignore information on the term structure and risk premia (’Optimal unconditional’)
or invest all wealth in either inflation-linked (‘Inflation-linked’) or nominal ("Nominal’) annuities. The state
variables are set to their unconditional expectation up to age 55, perturbed by a one (unconditional) stan-
dard deviation, positive shock at age 55, and their expected value, conditional upon the shock, afterwards.
The time preference parameter equals § = 0.04 and the coefficient of relative risk aversion ranges from
v =2,5, or 10. The main text provides further details.






Chapter 3

Optimal Decentralized Investment
Management

Abstract

We study an institutional investment problem in which a centralized decision maker, the Chief
Investment Officer (CIO), for example, employs multiple asset managers to implement and execute
investment strategies in separate asset classes. The CIO allocates capital to the managers who, in
turn, allocate these funds to the assets in their asset class. This two-step investment process causes
several misalignments of objectives between the CIO and his managers and can lead to large utility
costs on the part of the CIO. We focus on (i) loss of diversification, (ii) unobservable appetites for
risk of the managers, and (iii) different investment horizons. We derive an optimal unconditional
linear performance benchmark and show that this benchmark can be used to better align incentives
within the firm. We find that the CIOs uncertainty about the managers risk appetites increases
both the costs of decentralized investment management and the value of an optimally designed
benchmark.

3.1 Introduction

The investment management divisions of banks, mutual funds, and pension funds are pre-
dominantly structured around asset classes such as equities, fixed income, and alternative
investments. To achieve superior returns, either through asset selection or market timing,
gathering information about specific assets and capitalizing on the acquired informational
advantage requires a high level of specialization. This induces the centralized decision maker
of the firm, the Chief Investment Officer (CIO), for example, to pick asset managers who
are specialized in a single asset class and to delegate portfolio decisions to these specialists.
As a consequence, asset allocation decisions are made in at least two stages. In the first
stage, the CIO allocates capital to the different asset classes, each managed by a different
asset manager. In the second stage, each manager decides how to allocate the funds made
available to him, that is, to the assets within his class. This two-stage process can generate

several misalignments of incentives that may lead to large utility costs on the part of the
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CIO. We show that designing appropriate return benchmarks can substantially reduce these

costs.

We focus on the following important, although not exhaustive, list of misalignments of
incentives. First, the two-stage process can lead to severe diversification losses. The uncon-
strained (single-step) solution to the mean-variance optimization problem is likely different
from the optimal linear combination of mean-variance efficient portfolios in each asset class,
as pointed out by Sharpe (1981) and Elton and Gruber (2004). Second, there may be con-
siderable, but unobservable, differences in appetites for risk between the CIO and each of the
asset managers. When the CIO only knows the cross-sectional distribution of risk appetites
of investment managers but does not know where in this distribution a given manager falls,
delegating portfolio decisions to multiple managers can be very costly. Third, the invest-
ment horizons of the asset managers and of the CIO may be different. Since the managers
are usually compensated on an annual basis, their investment horizon is generally relatively

short. The CIO, in contrast, may have a much longer investment horizon.

In practice, the performance of each asset manager is measured against a benchmark
comprised of a large number of assets within his class. In the literature, the main pur-
pose of these benchmarks has been to disentangle the effort and achievements of the asset
manager from the investment opportunity set available to him. In this paper we show that
an optimally designed unconditional benchmark can also serve to improve the alignment
of incentives within the firm and to substantially mitigate the utility costs of decentralized

investment management.

Our results provide a different perspective on the use of performance benchmarks. Admati
and Pfleiderer (1997) take a realistic benchmark as given and show that when an investment
manager uses the conditional return distribution in his investment decisions, restricting him
by an unconditional benchmark distorts incentives.® In their framework, this distortion can
only be prevented by setting the benchmark equal to the minimum-variance portfolio. We
show that the negative aspect of unconditional benchmarks can be offset, at least in part,
by the role of unconditional benchmarks in aligning other incentives, such as diversification,

risk preferences, and investment horizons.

We use a stylized representation of an investment management firm to quantify the
costs of the misalignments for both constant and time-varying investment opportunities.
We assume that the CIO acts in the best interest of a large group of beneficiaries of the
assets under management, whereas the investment managers only wish to maximize their
personal compensation. Using two asset classes (bonds and stocks) and three assets per

class (government bonds, Baa-rated corporate bonds, and Aaa-rated corporate bonds in the

1See also Basak, Shapiro, and Tepla (2006).
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fixed income class, and growth stocks, intermediate, and value stocks in the equities class)
the utility costs can range from 50 to 300 basis points per year. We therefore argue that

decentralization has a first-order effect on the performance of investment management firms.

We demonstrate that when the investment opportunity set is constant and risk attitudes
are observable, the CIO can fully align incentives through an unconditional benchmark
consisting only of assets in each manager’s asset class. In other words, cross-benchmarking
is not required. Furthermore, we derive the perhaps counterintuitive result that the risk
aversion levels of the asset managers for which the utility costs of the CIO are minimized
can substantially differ from the risk aversion of the CIO. We then consider the case of
time-varying investment opportunities and show that an unconditional (passive) benchmark
can still substantially, though not fully, mitigate the utility costs of decentralized investment

management.

Next we generalize our model by relaxing the assumption that the CIO knows the asset
managers’ risk appetite. Specifically, we derive the optimal benchmark assuming that the
CIO only knows the cross-sectional distribution of investment managers’ risk aversion levels
but does not know where in this distribution a given manager falls. We find that the
qualitative results on the benefits of optimal benchmarking derived for a known risk aversion
level apply to this more general case. In fact, we find that uncertainty about the managers’
risk appetites increases both the costs of decentralized investment management and the value

of an optimally designed benchmark.

The negative impact of decentralized investment management on diversification was first
noted by Sharpe (1981), who shows that if the CIO has rational expectations about the
portfolio choices of the investment managers, he can choose his investment weights such
that diversification is at least partially restored. However, this optimal linear combination
of mean-variance efficient portfolios within each asset class usually still differs from the
optimally diversified portfolio over all assets. To restore diversification further, Sharpe (1981)
suggests that the CIO impose investment rules on one or both of the investment managers
to solve an optimization problem that includes the covariances between assets in different
asset classes. Elton and Gruber (2004) show that it is possible to overcome the loss of
diversification by providing the asset managers with investment rules that they are required
to implement. The asset managers can then implement the CIO’s optimal strategy without

giving up their private information.

Both investment rules described above interfere with the asset manager’s desire to max-
imize his individual performance, on which his compensation depends. Furthermore, when
the investment choices of the managers are not always fully observable, these ad hoc rules

are not enforceable. In contrast, we propose to change managers’ incentives by introducing
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a return benchmark against which the managers are evaluated for the purpose of their com-
pensation. When this benchmark is implemented in the right way, it is in the managers’
own interest to follow investment strategies that are (more) in line with the objectives of
the CIO. In Section 2, we assume that investment opportunities are constant. This allows
us to focus on the loss of diversification and on differences in preferences in a parsimonious
framework. We then add market-timing skill and horizon effects in Section 3. Both sections
assume that the CIO can infer the managers’ risk attitudes. This assumption is relaxed in

Section 4.

Perhaps one of the most interesting questions is why the CIO should hire multiple asset
managers to begin with. Sharpe (1981) argues that the decision to employ multiple managers
may be motivated by the desire to exploit their specialization or to diversify among asset
managers. Alternatively, Barry and Starks (1984) argue that risk sharing considerations may
be a motivation to employ more than one manager. In Section 3, investment opportunities
are time-varying, consistent with the empirical evidence that equity and bond returns are to
some extent predictable.? This allows skilled managers to implement active strategies that
generate alphas, when compared to unconditional (passive) return benchmarks. This specific
interpretation of alpha may seem unconventional, but it avoids the question of whether asset
managers do or do not have private information. Treynor and Black (1973), Admati and
Pfleiderer (1997), and Elton and Gruber (2004) assume that managers can generate alpha,
but do not explicitly model how managers do so.Cvitanic, Lazrak, Martellini, and Zapatero
(2006) assume that the investor is uncertain about the alpha of the manager and derive the
optimal policy in that case. We explicitly model the time-variation in investment opportu-
nities and assume that the resulting predictability can be exploited by skilled managers to

generate value.

Apart from the tactical aspect of return predictability, time-variation in risk premia can
also have important strategic consequences. After all, when asset returns are predictable, the
optimal portfolio choice of the CIO depends on his investment horizon.? This then requires
dynamic optimization to find the optimal composition of the CIO’s portfolio. The resulting
portfolio choice is referred to as strategic as opposed to myopic (or tactical). The differences
between the strategic and myopic portfolio weights are called hedging demands as they hedge
against future changes in the investment opportunity set. These hedging demands are usually

more pronounced for longer investment horizons of the CIO. As the remuneration schemes of

2See, for example, Ang and Bekaert (2007), Lewellen (2004), Campbell and Yogo (2006), Binsbergen
and Koijen (2007), and Lettau and van Nieuwerburgh (2006) for stock return predictability, and Dai and
Singleton (2002) and Cochrane and Piazzesi (2005) for bond return predictability.

3See, for instance, Jorion (1996), Campbell and Viceira (1999), Brandt (1999), Ait-Sahalia and Brandt
(2001), Campbell, Chan, and Viceira (2003), and Jurek and Viceira (2007), and Sangvinatsos and Wachter
(2005).
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investment managers are generally based on a relatively short period, their portfolio weights
will be virtually myopic. The CIO, in contrast, usually has a long-term investment horizon.

This leads to a third misalignment of incentives.

When unconditional benchmarks are used to overcome costs induced by differences in
investment horizons, a key question is whether (i) the benchmark and/or (ii) the strategic
allocation to the different asset classes exhibit horizon effects. Most strategic asset allocation
papers take a centralized perspective and assume that the tactical and strategic aspects are
in perfect harmony.* Once investment management is decentralized, tactical and strategic
motives are split between the managers and the CIO, respectively. We show that both
the strategic allocation, that is, the allocation to the various asset classes, and the optimal
benchmarks exhibit strong horizon effects. When investment managers are not constrained
by a benchmark, the horizon effects in the strategic allocation are less pronounced, implying

that the strategic allocation and optimal benchmarks should be designed jointly.

Our paper also relates to the standard principal-agent literature in which the agent’s effort
is unobservable. In the delegated portfolio management context, the agent should exert effort
to gather the information needed to make the right portfolio decisions, as explored by Ou-
Yang (2003).5 We abstract from explicitly modeling the effort choices of the asset managers.
Instead, the managers add value by timing the market, which we assume the CIO cannot
do. The agency problem arises because the investment managers, whose actions are not
always fully observable, wish to maximize their annual compensation, whereas the CIO acts
in the best interest of the beneficiaries of the firm. When designing the benchmarks, the
CIO faces a trade-off between (i) allowing the investment managers to realize the gains from
market timing and (ii) correcting the misalignments of incentives described above. As a
result, the investment problem we solve is nontrivially more difficult than the problem with
a CIO and a single investment manager. The strategic allocation of the CIO results from a

joint optimization over the benchmark and the strategic allocation to the asset managers.

In the principal-agent literature above, it is common practice to assume that the pref-
erences of the agents (the investment managers) are known to the principal (the CIO). We
extend this literature by also considering the realistic case in which the principal has limited
knowledge about the agents’ preferences. As mentioned before, we assume that the CIO
knows the cross-sectional distribution of investment managers’ risk appetites, but does not
know where in this distribution a given manager falls. We derive (approximate) closed-form
solutions for the strategic allocation to the asset classes. In particular, we show that uncer-

tainty about the managers’ risk attitudes propagates as a form of background risk (Gollier

4Consider, for instance, Campbell, Chan, and Viceira (2003) and Jurek and Viceira (2007).
SStracca (2006) provides a recent survey of the theoretical literature on delegated portfolio management.
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and Pratt (1996)), which effectively increases the risk aversion of the CIO. Alternatively,
limited knowledge of the managers’ risk attitudes can be interpreted as a form of Bayesian
parameter uncertainty (see, for example, Barberis (2000), Brennan and Xia (2001)). For
ease of exposition, we confine attention to a tractable CRRA preference structure and a re-
alistic linear class of performance benchmarks that are assumed to satisfy the participation

constraint of the asset managers.

Finally, our work relates to the organizational literature of Dessein, Garicano, and Gert-
ner (2005), who investigate a general manager (the CIO) who attempts to achieve a common
goal while providing strong performance-linked compensation schemes to specialists (the in-
vestment managers) to overcome the moral hazard problem. They show that to achieve
the common goal, individual incentives may have to be weakened. A common way to align
incentives is to give the managers a share in each other’s output. Our results indicate that
in the portfolio management setting, cross-benchmarking, where the benchmark of an asset

manager includes assets from other classes, is not required.®

The paper proceeds as follows. In Section 2, we present the model in a financial market
with constant investment opportunities. Section 3 extends the financial market by allowing
for time-variation in expected returns. In Section 4, we generalize our framework by consid-
ering the problem of a CIO who is uncertain about the managers’ risk attitudes. Section 5

concludes.

3.2 Constant Investment Opportunities

3.2.1 Financial Market and Preferences

We assume that the financial market contains 2k + 1 assets with prices denoted by .S;,

1=0,...,2k. The first asset, Sy, is a riskless cash account, that evolves according to:
dSo;
= rdt, 3.1
S, (3.1)

where r denotes the (constant) instantaneous short rate. The remaining 2k assets are risky.
We assume that the dynamics of the risky assets are given by geometric Brownian motions.

Fori=1,...,2k, we have

dSi
S

= (r + oiA\)dt + o;dZ;, (3.2)

SFor a treatment of decentralized information processing within the firm see Vayanos (2003).
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where A denotes a 2k-dimensional vector of, for now, constant prices of risk and Z is a
2k-dimensional vector of independent standard Brownian shocks. All correlations between
asset returns are captured by the volatility vectors o;. The volatility matrix of the first &
assets is given by ¥, = (0y,...,0%) and for the second k assets by Yo = (0441, ..., 00) .
The CIO, who acts in the best interest of the beneficiaries of the firm, employs two asset
managers. The managers independently decide on the optimal composition of their portfolios
using a subset of the available assets. The first asset manager has the mandate to manage
the first k assets and the second manager has the mandate to invest in the remaining k

assets.

We explicitly model the preferences of both the CIO and the investment managers. Ini-
tially, the preference structures are assumed to be common knowledge. We assume that the
preferences of the CIO and of the two asset managers can be represented by a CRRA utility

function, so that each solves the problem

1 1
o (1 = ) ’ (33)
where ~; denotes the coefficient of relative risk aversion, T; denotes the investment horizon,
and ¢ = 1, 2, C refers to the two asset managers and the CIO, respectively. The vector x;
denotes the optimal portfolio weights in the different assets available to agent 7. According
to equation (3), the preferences of the CIO and the investment managers may be conflicting
along two dimensions. First, the risk attitudes are likely to be mismatched. Second, the
investment horizon used in determining the optimal portfolio choices are potentially different.
The remuneration schemes of asset managers usually induce short, say annual, investment
horizons. This form of managerial myopia tends to be at odds with the more long-term
perspective of the CIO. The difference in horizons is particularly important for CIOs with

long-term mandates from pension funds and life insurers.

For now, we assume that investment opportunities are constant. Section 2.1 solves for
the optimal portfolio choice when investment management is centralized, implying that the
CIO optimizes over the complete asset menu. Obviously, in this case, all misalignments of
incentives mentioned before are absent. However, when the investment management firm
has a rich investment opportunity set and a substantial amount of funds under management,
centralized investment management becomes infeasible. In Section 2.3, we introduce asset
managers for each asset class assuming that the asset managers are not constrained by a
benchmark. In Section 2.4, the asset managers are then evaluated relative to a performance
benchmark, and we show how to design this benchmark optimally. The derivation of the

main results is provided in Appendices A to C.
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3.2.2 Centralized Problem

As a point of reference, we consider first the centralized problem in which the CIO decides
on the optimal weights in all 2k + 1 assets. The instantaneous volatility matrix of the risky
assets is given by X = (X/, 3))". The corresponding optimal portfolio is given by
1 N1
ro=— (X)) XA, (3.4)
aie
with the remainder, 1 — z¢, invested in the cash account. The utility derived by the CIO

from implementing this optimal allocation is

1
- Yc

S (W, 1) = 1 W€ exp(ay7¢), (3.5)
where 7o = Te—t and a1 = (1—v¢)r+ ;—?A’E’ (2%)"' SA. When investment opportunities
are constant, the CIO’s optimal allocation is independent of the investment horizon, as shown
by Merton (1969, 1971).

Suppose that the asset set contains six risky assets. The first three risky assets are
fixed income portfolios, namely, a government bond index and two Lehman corporate bond
indices with Aaa and Baa ratings, respectively. The remaining three risky assets are equity
portfolios made up of firms sorted into value, intermediate, and growth categories based on
their book-to-market ratio. The model is estimated by maximum likelihood using data from
December 1973 through November 2004. The nominal short rate is set to 5% per annum.
Finally, to ensure statistical identification of the elements of the volatility matrix, we assume

that X is lower triangular.

The estimation results are provided in Table 1. Panel A shows estimates of the parameters
A and Y. Panel B shows the implied instantaneous expected return and correlations between
the assets. In the fixed income asset class, we find an expected return spread of 1% between
corporate bonds with a Baa versus Aaa rating. In the equities asset class, we estimate a
high value premium of 4.8%. The correlations within asset classes are high, between 80%
and 90%. Furthermore, there is clear dependence between asset classes, which, as we show

more formally later, implies that the two-stage investment process leads to inefficiencies.

3.2.3 Decentralized Problem without a Benchmark

We now solve the decentralized problem in which the first asset manager has the mandate
to decide on the first k assets and the second asset manager manages the remaining k assets.

Neither of the asset managers has access to a cash account. If they did, they could hold highly
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leveraged positions or large cash balances, which is undesirable from the CIO’s perspective.”
The CIO allocates capital to the two asset managers and invests the remainder, if any, in

the cash account.

The optimal portfolio of asset manager ¢ when he is not constrained by a benchmark is

1 /
oM = —x; + (1 — ﬂ) MV, (3.6)
Vi Vi

where

(=X

T, = (EiE;)_l YA and 2MY = -t
v (ZZZ;) L

(3.7)

The optimal portfolio of the asset managers can be decomposed into two components. The

first component, z;, is the standard myopic demand that optimally exploits the risk-return
MV
i

therefore labeled the minimum-variance portfolio. The minimum variance portfolio substi-

trade-off. The second component, x;"", minimizes the instantaneous return variance and is
tutes for the riskless asset in the optimal portfolio of the asset manager. The two components

are then weighted by the risk attitude of the asset manager to arrive at the optimal portfolio.

The CIO has to decide how to allocate capital to the two asset managers as well as
to the cash account. We call this decision the strategic asset allocation. The investment
problem of the CIO is of the same form as in the centralized problem, but with a reduced
asset set. In the centralized setting the CIO has access to 2k + 1 assets. In the decentralized
case, each asset manager combines the k assets in his class to form his preferred portfolio.
The CIO can then only choose between these two portfolios and the cash account. The
instantaneous volatility matrix of the two risky portfolios available to the CIO is given by
% = (Za¥B, %5xYB). Thus, the optimal strategic allocation of the CIO to the two asset

managers is

re = (S5) 7' sA

- , (3.8)

with the remainder, 1 — z{¢, invested in the cash account. Note that in this case z¢ is a
two-dimensional vector, containing the strategic allocation to both managers, as opposed to

a 2k-dimensional vector with the weights allocated to each of the assets as in equation (4).

Throughout the paper, utility costs of decentralized investment management are calcu-
lated at the centralized level. In other words, we use the value function of the CIO (the

principal) to measure utility losses.

TA similar cash constraint has been imposed in investment problems with a CIO and a single investment
manager (e.g., Brennan (1993) and Gomez and Zapatero (2003)).
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The value function of the CIO with decentralization is given by

1
- Yc

Jo(W,t0) = 1 W¢ exp(aste), (3.9)
where 7o =T —t and ay = (1 —y¢)r + 12_7—7001\’2_]’ (ii/)*l SA. Tt is straightforward to show
that the value function in equation (5) (the centralized problem) is larger than or equal to
the value function in equation (9) (the decentralized problem). This follows from the fact
that the two-stage asset allocation procedure reduces the asset set of the CIO. The CIO can
only allocate funds between the two managers, which does not provide sufficient flexibility

to always achieve the first-best solution.

The two-stage asset allocation results in the first-best outcome only when the asset man-
agers already happen to implement the proper relative weights within their asset classes. In
this case, the CIO can use the strategic allocation to scale up the asset managers’ weights

to the optimal firm-level allocation. A set of sufficient conditions for this to hold is given by

Ui, = Opxk (3.10)
T o= (3.11)

with ¢ = 1, 2. Note that even when asset classes are independent, that is, Condition (10)
holds, the first-best allocation is generally not attainable. If asset classes are independent
and when managers do not have access to a cash account, managers allocate their funds
to the efficient tangency portfolio and the inefficient minimum-variance portfolio of their
asset classes. Condition (11) ensures that the investment in the minimum-variance portfolio
equals zero. If both conditions are satisfied, the CIO’s optimal strategic allocation to the

managers is given by v;/v¢, i = 1, 2.

Figure 1 illustrates the solution of the decentralized portfolio problem for a CIO who hires
two investment managers with equal risk aversion of 10. Panel A shows the mean-variance
(MV) frontier of the bond manager, the MV frontier of the stock manager, and the CIO’s
optimal linear combination of these two frontiers. The decentralized MV frontier crosses the
MV frontier for stocks at the preferred portfolio of the stock manager, and it crosses the MV
for bonds at the portfolio chosen by the bond manager. Panel B compares the decentralized
MYV frontier with the centralized MV frontier. As argued above, the decentralized MV fron-
tier lies within the centralized MV frontier. The welfare loss due to decentralized investment
management can be inferred from the difference in Sharpe ratios (i.e., the slope of the lines
in MV space through the point (0,r) and tangent to the centralized and decentralized MV
frontier, respectively) are also depicted. Finally, panel B also displays the portfolio choices

of the CIO for both the centralized and decentralized scenarios. The results clearly show



3.2. Constant Investment Opportunities 99

that the CIO invests more conservatively in the decentralized case. In fact, it can be shown
in general that the optimal decentralized portfolio is more conservative than the optimal

centralized portfolio.

In Figure 2, we show the utility losses induced by decentralized investment management
for various combinations of managerial risk attitudes. The coefficient of relative risk aversion
for the CIO equals 7o = 5 in Panel A and 7o = 10 in Panel B. We define the utility loss
as the decrease in the annualized certainty-equivalent return at the firm level. Interestingly,
this loss is not minimized when the risk aversion of the asset managers is equal to that of
the CIO. In fact, the cost of decentralized investment management is minimized for a risk
aversion of 3.3 for the stock manager and 5.7 for the bond manager, regardless of the risk
aversion of the CIO. Even though the location of the minimum is not dependent on the risk
aversion of the CIO, the utility loss incurred obviously is. When the risk aversion of the
CIO equals five, the minimum diversification losses are eight basis points per year in terms
of certainty equivalents. This number drops to four basis points when the risk aversion of
the CIO equals 10 because he moves out of risky assets and into the riskless asset. The
utility loss can increase to 80 to 100 basis points even in this simple example for different
risk attitudes of the investment managers. Finally, note that when the CIO is forced to hire
a bond manager who does not have the optimal risk aversion level, this may influence the

CIQO’s preferred choice of stock manager and vice versa.

Figure 3 displays the portfolio compositions of the bond manager in Panel A and of the
stock manager in Panel B as functions of their risk aversion. Recall that the managers do
not have access to a riskless asset. Figure 4 shows the fraction of total risky assets that is
allocated to the stock manager as a function of his (and the bond manager’s) risk aversion.
The bond manager receives one minus this allocation. The allocation of capital between the

riskless and the risky assets depends on the risk aversion of the CIO and is not shown.

3.2.4 Decentralized Problem with a Benchmark

We now consider the decentralized investment problem in which the CIO designs a perfor-
mance benchmark for each of the investment managers in an attempt to align incentives. We
restrict attention to benchmarks in the form of portfolios that can be replicated by the asset
managers. This restriction implies that only the assets of the particular asset class are used
and that the benchmark contains no cash position. There is no possibility and, as we show
later, no need for cross-benchmarking. We denote the value of the benchmark of manager

1 at time ¢t by B;; and the weights in the benchmark portfolio for asset class ¢ by ;. The
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evolution of benchmark ¢ is given by

dB;
B,

= (r+ GZi0) dt + Bi%d Z;, (3.12)

where B/t =1 for i =1, 2.

We assume that the asset managers derive utility from the ratio of the value of assets

under their control to the value of the benchmark. They face the problem

1 VVZ ; 1=
max [, (—T’> : (3.13)
(@is)seqe, ;) 1 =7 \ Bir,

This preference structure can be motivated in several ways. First, the remuneration schemes
of asset managers usually contain a component that depends on their performance relative to
a benchmark. This is captured in our model by specifying preferences over the ratio of funds
under management to the value of the benchmark, in line with Browne (1999) and Browne
(2000). Second, investment managers often operate under risk constraints. An important
way to measure risk attributable to manager i is to employ tracking error volatility. The
tracking error is usually defined as the return differential of the funds under management and
the benchmark. Taking logs of the ratio of wealth to the benchmark provides the tracking
error in log returns. Third, for investment management firms that need to account for
liabilities, such as pension funds and life insurers, supervisory bodies often summarize the
financial position by the ratio of assets to liabilities, the so-called funding ratio as further
described in Sharpe (2002) and Binsbergen and Brandt (2007). Hence, the ratio of wealth to
the benchmark (liabilities) can be interpreted as a reasonable summary statistic of relative

performance.®

When the performance of asset manager i is measured relative to the benchmark, his

optimal portfolio is given by

1 1 1
o =t (1= ) Bk = (1= el (3.14)

MV

where z; and ;""" are given in equation (7). This portfolio differs from the optimal portfolio

in the absence of a benchmark in two important respects. First, the optimal portfolio contains

8In addition, Stutzer (2003b) and Foster and Stutzer (2003) show that when the optimal portfolio is
chosen so that the probability of underperformance tends to zero as the investment horizon goes to infinity,
the portfolio that maximizes the probability decay rate solves a criterium similar to power utility with two
main modifications. First, the investor’s preferences involve the ratio of wealth over the benchmark. Second,
the investor’s coeflicient of relative risk aversion depends on the investment opportunity set. This provides
an alternative interpretation of preferences over the ratio of wealth to the benchmark as well as different
coefficients of relative risk aversion for the various asset classes.
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a component that replicates the composition of the benchmark portfolio. It is exactly this
response of the investment manager that allows the CIO to optimally design a benchmark
to align incentives. Note that the benchmark weights enter the optimal portfolio linearly.
Second, when the coefficient of relative risk aversion, ~;, tends to infinity, the asset manager
tracks the benchmark exactly. Hence, the benchmark is considered to be the riskless asset

from the perspective of the asset manager.

The CIO has to optimally design the two benchmark portfolios and has to determine the
allocation to the two asset managers as well as to the cash account. It is important to note
that 2P = 2P when 3; = 2MV. That is, the optimal portfolios with and without a per-
formance benchmark coincide when the benchmark portfolio equals the minimum-variance
portfolio. This implies that when designing a benchmark, the no-benchmark case is in the
choice set of the CIO. As a consequence, the optimal benchmark will reduce the utility costs
of decentralized investment management. More importantly, when investment opportunities
are constant, the benchmark can be designed so that all inefficiencies are eliminated. The
composition of the optimal benchmark that leads to the optimal allocation of the centralized

investment problem is given by

C
MV Vi L NB
. — ] — ! , 3.15
ﬁ 7 + - 1 ( xiC/ L 7 > ( )
where x¢ are the optimal weights for the assets under management by manager i when

the CIO controls all assets as given in equation (4) and z¥? is given in equation (6). The
benchmark weights sum to one because of the restriction that the benchmark cannot contain

a cash position.

The two components of the optimal benchmark portfolio have a natural interpretation.
The first component is the minimum-variance portfolio. As we point out above, once the
benchmark portfolio coincides with the minimum-variance portfolio, the benchmark does
not affect the manager’s optimal portfolio. The second component, however, corrects the
manager’s portfolio choice to align incentives. If the relative weights of the CIO and the

NB

portfolio of the manager without a benchmark (i.e., z;

7)) coincide, there is no need to

influence the manager’s portfolio and the second term is zero. However, when the CIO
optimally allocates a larger share of capital to a particular asset in class ¢, the optimal
benchmark will contain a positive position in this asset when ~; > 1. The ratio before the
second component accounts for the manager’s preferences. If the manager is more aggressive
(i.e., 75 — 1), the benchmark weights are more extreme as the manager is less sensitive to
benchmark deviations. If the investor becomes more conservative (i.e., 7; — 00), we get

VB = zMV and the benchmark coincides with the relative weights of the CIO.
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Finally, the CIO uses the strategic allocation to the two asset managers to implement
the optimal firm-level allocation. The optimal weight allocated to each manager is given by

%1, with i = 1, 2, and the remainder, 1 — 2"t — 2’1, is invested in the cash account.

Figure 5 shows the composition of the optimal benchmarks for the bond manager in
Panel A and for the stock manager in Panel B as functions of their risk aversion. The
mechanism through which the benchmark aligns incentives is particularly clear for the fixed
income asset class. Without a benchmark, the bond manager invests too aggressively in
corporate bonds with a Baa rating. The optimal benchmark therefore contains a large short
position in the same asset that reduces the manager’s allocation to Baa-rated bonds. For

Aaa-rated bonds, the benchmark provides exactly the opposite incentive.

3.3 Time-varying Investment Opportunities

3.3.1 Financial Market

In Section 2, investment opportunities are constant through time and there are only two
inefficiencies caused by decentralized investment management, namely, loss of diversification
between asset classes and misalignments in risk attitudes. However, the role of asset man-
agers is rather limited in that they add no value in the form of stock selection or market
timing. In this section, we allow investment opportunities, and in particular expected re-
turns, to be time varying and driven by a set of common forecasting variables. This setting
allows asset managers to implement active strategies that optimally exploit changes in in-
vestment opportunities in their respective asset classes. These active strategies can generate
alphas when compared to an unconditional (passive) performance benchmark. Thus, active

asset management can be value-enhancing.

This extension of the problem adds several new interesting dimensions to the decen-
tralized investment management problem. First, differences in investment horizons create
another misalignment of incentives. The CIO generally acts in the long-term interest of the
investment management firm, while asset managers tend to be more shortsighted, possibly
induced by their remuneration schemes. When the predictor variables are correlated with
returns, it is optimal to hedge future time-variation in investment opportunities.” As a con-
sequence, the myopic portfolios held by the asset managers will generally not coincide with
the CIO’s optimal portfolio that incorporates long-term hedging demands. Second, when a
common set of predictor variables affects the investment opportunities in both asset classes,

active strategies are potentially correlated. This implies that even if instantaneous returns

9See, for instance, Jorion (1996), Campbell and Viceira (1999), Brandt (1999), and Liu (2007).
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are uncorrelated, long-term returns can be correlated, which aggravates the loss of diversifi-
cation due to decentralization. Third, the role of benchmarks is markedly different compared
to the case of constant investment opportunities. For the sake of realism, we restrict atten-
tion to passive (unconditional) strategies as return benchmarks. As we discussed earlier,
Admati and Pfleiderer (1997)show that when the asset manager has private information, an
unconditional benchmark can be very costly. After all, the asset managers base their deci-
sion on the conditional return distribution, whereas the CIO designs the benchmark using
the unconditional return distribution.!® In their framework, it follows therefore, that unless
the benchmark is set equal to the minimum-variance portfolio, it induces a potentially large
efficiency loss. In our model, in contrast, the benchmark is used to align incentives in a

decentralized investment management firm.

We now consider a more general financial market in which the prices of risk, A, can vary

over time. More explicitly, we model
AX)=Ap+ A X, (3.16)

where X denotes an m-dimensional vector of de-meaned state variables that capture time-
variation in expected returns. Although the state variables are time-varying, we drop the
subscript t for notational convenience. All portfolios in this section are indexed with either
the state realization, X, or the investment horizon, 7, in order to emphasize the conditioning

information used to construct the portfolio policies.

Most predictor variables used in the literature, such as term structure variables and
financial ratios, are highly persistent. In order to accommodate first-order autocorrelation

in predictors, we model their dynamics as Ornstein-Uhlenbeck processes:
dXit = —/iiXitdt -+ O';(idZt, (317)

where Z now denotes a (2k + m)-dimensional Brownian motion. The volatility matrix of
the m predictors is given by Xx = (ox1, ..., aXm)'. We assume again that only the CIO has
access to a cash account. Finally, we postulate the same preference structures for the CIO

and the asset managers as in Section 2.1.

We estimate the return dynamics using three predictor variables: the short rate, the yield
on a 10-year nominal government bond, and the log dividend yield of the equity index. These

predictors have been used in strategic asset allocation problems to capture the time-variation

10 Although the predictors are publicly observed, we assume that the CIO is time-constrained or not
sufficiently specialized to exploit this information. As such, the conditional return distribution remains
unknown to the CIO and the conditioning information exploited by the asset managers is equivalent to
private information.
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in expected returns (see the references in footnote 3). The model is estimated by maximum
likelihood using data from January 1973 through November 2004. The estimation results

are presented in Table 2.

The estimates of the unconditional instantaneous expected returns, A, are similar to the
results in Table 1. The second part of Table 2 describes the responses of the expected returns
of the individual assets to changes in the state variables, ¥A;. We find that the short rate
has a negative impact on the expected returns of all assets except for government bonds.
Furthermore, the expected returns of assets in the fixed income class are positively related
to the long-term yield, while the expected returns of assets in the equity class are negatively
related to this predictor. The dividend yield is positively related to the expected returns of
all assets. The estimates of the autoregressive parameters, k;, reflect the high persistence of
the predictor variables. Finally, the last part of Table 2 provides the joint volatility matrix

of the assets and the predictor variables.

3.3.2 Centralized Problem

We first solve again the centralized investment problem in which the CIO manages all
assets. This solution serves as a point of reference for the case in which investment man-
agement is decentralized. The centralized investment problem with affine prices of risk has
been solved by, among others, Liu (2007) and Sangvinatsos and Wachter (2005). We denote
the CIO’s investment horizon by 7. The optimal allocation to the different assets is given
by

zo (X, 7¢0) = L (X)) SAX) 4.

e X (3.18)

(o) 28 (Blre) + 5 (C o) + O (0)) X))
where expressions for B (7¢) and C (7¢), as well as the derivations of the results in this
section are provided in Appendix B. The optimal portfolio contains two components. The
first component is the conditional myopic demand that optimally exploits the risk-return
trade-off provided by the assets. The second component represents the hedging demands
that emerge from the CIO’s desire to hedge future changes in the investment opportunity
set. This second term reflects the long-term perspective of the CIO. The corresponding value

function is given by

1
— 7o

/ 1 /
J (W, X, 1¢) = N W€ exp {A (1¢) + B(1¢) X + §X C(1¢) X}, (3.19)

with the coefficients A, B, and C provided in Appendix B.
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In Figure 6, we illustrate the composition of the optimal portfolio for different investment
horizons when the coefficient of relative risk aversion of the CIO equals either v = 5 in
Panel A or 7¢ = 10 in Panel B. Focusing first on the fixed income asset class, we find
substantial horizon effects for corporate bonds. At short horizons, the CIO optimally tilts
the portfolio towards Baa-rated corporate bonds and shorts Aaa-rated corporate bonds to
take advantage of the credit spread. At longer horizons, the fraction invested in Baa-rated
bonds increases even further, while the allocation to Aaa-rated corporate bonds decreases.
Switching to the results for the equities asset class, we detect a strong value tilt at short
horizons due to the high value premium. The optimal portfolio contains a large long position
in value stocks and large short position in growth stocks. However, as the investment horizon

increases, the value tilt drops, consistent with the results of Jurek and Viceira (2007).!!

3.3.3 Decentralized Problem without a Benchmark

We now solve the decentralized problem when the CIO cannot use the benchmark to
align incentives. In general, the optimal portfolios of the asset managers depend on both
the investment horizon and the state of the economy. However, to make the problem more
tractable and realistic, we assume that the investment managers are able to time the market
and exploit the time-variation in risk premia, but ignore long-term considerations. That is,

asset managers implement the conditional myopic strategy

NB —im _ffz‘(X)/L LMV
€T (X)_% Z(X)%—(l 7% > PR (3.20)

where

Nn—1
z/(X) = (2,2) ' SA(X) and MY = (Z%) ¢

MV = - — ¥ 3.21
’ V(ST (3:21)

This particular form of myopia can be motivated by the relatively short-sighted compensation
schemes of asset managers. Since the average hedging demands for one-year horizons are

negligible, we abstract from the managers’ hedging motives in this part of the problem.

The CIO does account for the long-term perspective of the firm through the strategic

allocation. However, we assume that the CIO implements a strategic allocation that is

UThis result is also in line with the findings of Campbell and Vuolteenaho (2004), who explain the value
premium by decomposing the CAPM beta into a cash flow beta and a discount rate beta. The cash flow
component is highly priced but largely unpredictable. The discount rate component demands a lower price
of risk but is to some extent predictable. Campbell and Vuolteenaho (2004) show that growth stocks have a
large discount rate beta, whereas value stocks have a large cash flow beta. This implies that from a myopic
perspective, value stocks are more attractive than growth stocks. However, the predictability of growth stock
returns implies that long-term returns on these assets are less risky, making them relatively more attractive.
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unconditional, that is, independent of the current state. At each point in time, the allocation
to the different asset classes is reset towards a constant-proportions strategic allocation, as
opposed to constantly changing the strategic allocation depending on the state. In order to

decide on the strategic allocation, the CIO maximizes the unconditional value function

max E (J, (W, X,7¢) | W), (3.22)
zo(ro)
where Jo denotes the conditional value function in the decentralized problem above. Obvi-

ously, the CIO’s horizon, 7¢, influences the choice of the strategic allocation.

To review the setup of this decentralized problem, the asset managers implement active
strategies in their asset classes using conditioning information but ignore any long-term
considerations. The CIO, in contrast, allocates capital unconditionally to the asset classes,

but accounts for the firm’s long-term perspective.

In order to determine the unconditional value function, we evaluate first the conditional
value function of the CIO, J,, for any choice of the strategic allocation. In Appendix B, we

show that the conditional value function is exponentially quadratic in the state variables:

Wi-re

/ 1 /
Jo(W, X, 10) = exp {(A (1o, 2¢) + B (10, 2¢) X + QX C (1, xc) X}. (3.23)

L=7¢
One aspect of the CIO’s problem is particularly interesting. The active strategy implemented
by the asset managers, z'7?, is affine in the predictor variables: zV8(X) = ()% + (NP X.

As a consequence, the implied wealth dynamics faced by the CIO are given by

dW,
Wi

= (r + ow (XYA(X)) dt + ow (X )dZ, (3.24)

where oy (X) = z10 () + (NPX) 51 + w0 (CBP + (NP X) 5. Since the asset managers
condition their portfolios on the state variables, the CIO has to allocate capital to two assets
that exhibit a very particular form of heteroskedasticity. Hence, despite the homoskedastic
nature of the financial market, the CIO is confronted with heteroskedastic asset returns in

the decentralized investment management problem.

We solve for the optimal strategic asset allocation numerically (see Appendix B for de-
tails). In Figure 7, we present the strategic allocation to the fixed income and equities
classes for different investment horizons. The preference parameters are set to 7o = 10 and
v1 = 72 = 5. The strategic allocation to the asset classes exhibits substantial horizon effects
and marginally overweighs equities. Recall that the strategic allocation to asset classes is

independent of the state variables, by construction, because it is unconditional.
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Figure 8 provides the annualized utility costs from decentralized asset management for
different risk attitudes of the investment managers. The investment horizon equals either
T = 1year in Panel A or T" = 10 years in Panel B. The utility costs are large and increasing in
the horizon of the CIO. For relatively short investment horizons, the costs closely resemble the
case with constant investment opportunities, with an order of about 40 to 80 basis points per
annum. In contrast, for longer investment horizons, the utility costs are substantially higher,
around 200 to 300 basis points per annum. Note that the risk attitudes of the managers,
for which the costs of decentralized investment management are minimized, depend on the

CIO’s investment horizon.

3.3.4 Decentralized Problem with a Benchmark

We show in Section 2.4 that when investment opportunities are constant, a performance
benchmark can be designed to eliminate all inefficiencies induced by decentralized asset
management. This section reexamines this issue for the case of time-varying investment
opportunities. We restrict attention to unconditional benchmarks, meaning the benchmark
portfolio weights are not allowed to depend on the state variables.!? Unconditional bench-
marks have the advantage that they are easy to implement. Moreover, investment managers
following an unconditional benchmark do not have to trade excessively, which could be the
case with a conditional benchmark. Conditional benchmarks are more flexible and may

therefore reduce further or even eliminate the costs of decentralization.

The performance benchmark of asset manager ¢ is given by a k-dimensional vector of
unconditional portfolio weights, 3;, with /¢ = 1. Since the benchmark is chosen uncondi-
tionally, asset managers can outperform their benchmark (i.e., generate alpha) by properly

incorporating the conditioning information. The benchmark dynamics are

dBj;
Bit

= (r+ BEA(X)) dt + fiE:dZ,. (3.25)

To solve for the optimal benchmark, we first determine the optimal response of the asset
managers to their benchmarks. The optimal conditional myopic strategy of the investment

managers with a benchmark is given by

1 1 1
P (X) = —x;(X) + (1 — —) Bi4+— (1= (X)) 2, (3.26)
i Vi i
where x;(X) and MV as in equation (21). The CIO chooses the (unconditional) benchmarks

and determines the (unconditional) strategic allocation to the asset classes by maximizing

12See also Cornell and Roll (2005).
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the unconditional expectation of the conditional value function,

max E(Js (W, X, 7 W). 3.27

zo(ro).f1(reo),B2(Tc) (Ja o) | W) ( )

The conditional value function, J3, is again exponentially quadratic in the state variables
and the coefficients are provided in Appendix B. Note that both the strategic allocation and

the benchmarks are allowed to depend on the CIO’s horizon.

We use numerical methods to solve for the optimal benchmarks and allocations to the
two asset classes (see Appendix B for details). Panel A of Figure 9 shows the optimal per-
formance benchmarks for different investment horizons of the CIO. The CIO’s risk aversion
equals 10 and the managers’ risk aversion is set to five. At short horizons, or if the CIO be-
haves myopically, the optimal benchmarks are similar to when investment opportunities are
constant. However, the benchmark portfolios exhibit strong horizon effects. For instance, in
the equities asset class, the myopic benchmark reinforces the value tilt already present in the
equity manager’s (myopic) portfolio. The long-run benchmark, in contrast, anticipates the
lower risk of growth stocks and provides an incentive to reduce the value tilt. This illustrates
how performance benchmarks can be used to incorporate the CIO’s long-term perspective

in the short-term portfolio choices of asset managers.

Panel B of Figure 9 provides the corresponding strategic allocation to both asset classes
for different investment horizons. Recall that when investment opportunities are constant,
the centralized allocation is always more risky than the decentralized allocation without a
benchmark. When investment opportunities are time varying, we find the initial allocation
with a benchmark to be similar to (and even somewhat more conservative than) the allocation
without a benchmark. However, for longer investment horizons of the CIO, the optimal

strategic allocation of the CIO is tilted substantially towards equities.

Figure 10 presents the utility gains generated by an optimally chosen benchmark. The
CIO’s coefficient of risk aversion equals 10 and the horizon is set to T' = 1 year in Panel A
and T" = 10 years in Panel B. For the 1-year horizon, the value added by the benchmark is
limited to approximately 20 basis points. However, when the investment horizon increases
to 10 years, the benefit of an optimally chosen benchmark increases as the asset managers

become less conservative.

We conclude that unconditional performance benchmarks are significantly value enhanc-
ing. This extends the results of Admati and Pfleiderer (1997) concerning the role of perfor-
mance benchmarks in delegated portfolio management problems. In case of multiple asset
managers, performance benchmarks can be useful in aligning incentives along at least three

dimensions, namely, diversification, preferences, and investment horizons.
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3.4 Unknown Risk Appetites of the Managers

In the previous sections, we assume that the CIO is able to observe the managers’ risk aver-
sion levels in deciding on the strategic allocation and in constructing the performance bench-
marks. In reality, the CIO usually has relatively limited information about the managers’
preferences. Even though past performance or current portfolio holdings can be informative

about the managers’ risk attitude, exact inference is often infeasible.

In this section therefore, we generalize our framework by explicitly modeling the CIO’s
uncertainty about the managers’ preferences. Specifically, we focus on the impact of the
unknown risk aversion levels of the asset managers on (i) the strategic allocation to each
of the asset classes, (ii) the utility costs of decentralization, and (iii) the value of optimally
designed performance benchmarks. We model the CIO’s uncertainty with respect to the
managers’ risk attitudes by assuming that the CIO has a prior distribution over the risk
attitudes of the managers. It is important to note that even when the CIO does not wish to
implement optimally designed benchmarks, the CIO needs this prior distribution to decide
the strategic allocation to each of the asset classes. We then examine the extent to which
the implementation of optimal benchmarks is effective in aligning incentives when the CIO

can use no more information than his prior beliefs to design the benchmarks.

We assume that the CIO’s prior over the managers’ coefficient of relative risk aversion is
given by a normal distribution truncated between one and 10.'* More formally, the prior is

given by

e ) = exp [—3 (v = 1y) 271 (v — )]
S ep =1 (v = 1) S50 (7 — )] dynd

v € (1,10) x (1,10), (3.28)

with v = (71,72). The parameters p., and X, allow us to vary the average risk appetites

of the asset managers as well as the precision.

The off-diagonal elements of >, allow
for correlations between the risk attitudes of the managers. Note that when X, ;) and
>, (2,2) tend to infinity, the prior converges to an uninformative uniform prior on the interval
(1,10). Note further that within our model, the CIO could potentially learn about managerial
preferences through the volatility matrix of the managers’ portfolio returns (Merton (1980)).

We consider learning about the managers’ preferences to be beyond the scope of this paper,

13Increasing the upper bound of this truncated normal distribution to, for example, 15 or 20 does not
affect our qualitative results.

Note that the truncated normal distribution is skewed if i does not equal the average of the upper and
lower truncation points. In this case, changing p, affects the precision and, likewise, changing ¥, has an
impact on the average risk attitude. To analyze the impact of uncertainty about the managers’ preferences
by varying ¥, we focus our discussion predominantly on a symmetric prior with g, = 5.5. The results for
alternative, skewed prior distributions are reported for completeness and are qualitatively similar.
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however, and we therefore assume that the uncertainty about the managers’ preferences is

not alleviated or resolved during the course of the investment period.

In order to determine the optimal strategy of the CIO, we integrate out the uncertainty
about the managers’ risk aversion levels. This results in a strategic asset allocation and
performance benchmarks that are robust to a range of preferences of the asset managers. In
Section 4.1, we determine the optimal strategic allocation and the costs of decentralization
for different priors over the managers’ preferences. Next, we examine in Section 4.2 the extent
to which optimal performance benchmarks are useful in reducing the utility costs induced by
decentralization. Finally, Section 4.3 introduces tracking error volatility constraints, which

are often observed in the investment management industry to constrain asset managers.

3.4.1 Decentralized Problem without a Benchmark

We first consider the case in which the asset managers are not remunerated relative to a
benchmark. These managers adopt the strategies given in equation (6). The CIO determines

the strategic allocation by maximizing

R
E W e 3.29
e (1 — e e ) ’ (3.29)

where the expectation is taken with respect to both the uncertainty in the financial market
and the risk appetites of the asset managers. We can simplify the problem by first con-

ditioning on the managers’ risk aversion levels () and then applying the law of iterated

7)) . (3.30)

The inside expectation, conditional on the managers’ preferences and possibly the state

expectations:

e2e] 1—

1 -
max [E (Et ( o W™

variables at time ¢, can be determined in closed-form for any strategic allocation z¢ using
the arguments in Sections 2 and 3. To develop the main intuition, we focus initially on the
case of constant investment opportunities. The conditional expectation is then given by

I
t(l—%“ To

1 _
7) =1 th T exp(a(ze,¥)1e), (3.31)
Yo

where 7¢ = Te — t and a(zc,7) = (1 —7¢) (zeS(Y)A +7) — %ﬂc)x’ci(v)i(ﬂ’xc. Given
the prior over the managers’ risk appetites, it is straightforward to optimize (numerically)
over the strategic allocation. Along these lines we can determine (i) the optimal strategic

allocation to both asset classes and (ii) the utility costs induced by decentralization for
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various prior distributions over the managers’ risk aversion levels.

Even though the results in the remainder of this section are determined numerically,
we can illustrate the impact of not knowing the managers’ preference parameters using
an accurate approximation. The CIO’s first-order condition with respect to the strategic

allocation, z¢, is given by

1 _
E ( W, exp(a(zc, 7)7e) = 01 (3.32)

I—¢

aa(l‘CH 7)
8:700

If the term exp(a(zc,7)) in equation (32) were constant,'® the optimal strategic allocation

would be given by!®

1 o _
ZP = — (B (£)) T E () A. (3.33)
c
It is straightforward to show that when the risk appetites of the managers are independent,
it follows that

S O N o

0 Var (%) 0 BYeSby |

MV i = 1,2. In other words, b; is a long-short portfolio that is long

where b; = z; — (2i)x;
the speculative portfolio and short the minimum-variance portfolio. We now discuss the last
two matrices on the right-hand side of equation (34) in turn. The first matrix shows that
the covariance matrix of managed portfolio returns increases as a result of the uncertainty
about the managers’ preferences. This induces the CIO to reduce the strategic allocation
to each of the asset classes. If the uncertainty about the managers’ risk attitudes is equal
across managers, this effect is symmetric across asset classes. However, the second matrix
depends on the properties of the asset class, which implies that even if the CIO has the same
information about the managers’ risk attitudes, the relative allocations to the asset classes

changes as the uncertainty about the managers’ risk attitudes increases.

Using the approximation in equation (33), we can approximate the value function as

approx

exp(a(zo,7)) = expla(zg™™, 7)) = exp(a(v)). (3.35)

15This is the case, for instance, if we consider a 0-th order expansion in v = E(v).
16We normalize 7 = 1.
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This approximation allows us to solve the first-order condition (32) in closed-form:

N 1 N 1 ~ _
TH . (E (exp(a(7))ZE)) " E (exp(a(y))E) A, (3.36)
which is similar as before except that the covariance matrix and expected returns are

weighted by the (scaled) value function of the CIO (exp(a(y))).

In the empirical application, we treat the uncertainty about the risk aversion levels of
both managers symmetrically and assume independence: jiy(1) = fiy2) and X, = aﬁ[ , with
I denoting a 2 x 2 identity matrix. We consider prior distributions with mean parameters
fy = 3.1, 5.5, and 7.3 and uncertainty parameters o, = 0, 1, 2, 3, and 25. Note that when
fr = 5.5 the distribution is symmetric as 5.5 is the average of the truncation points 1 and
10. When o, = 25, the CIO effectively has a uniform prior over 7, and the parameter s

has no further impact.

The results are summarized in Tables 3 and 4. In Table 3 we compute the optimal
strategic allocations without benchmarks. In Table 4 we report the corresponding costs
of decentralized investment management. Each table has three panels, one for constant
investment opportunities (Panel A) and two panels for time-varying investment opportunities
with the CIO’s investment horizon equal to either 7' =1 (Panel B) or 7" = 10 (Panel C).

We focus our discussion on the prior distribution with 1, = 5.5, since this distribution
is symmetric. The results in Table 3 indicate that an increase in the uncertainty about the
managers’ risk aversion leads to a decrease in the optimal allocation to both asset classes.
This implies that uncertainty about the managers’ preferences effectively increases the risk
aversion of the CIO. Not knowing the managers’ preferences constitutes a form of back-
ground risk, which reduces the investor’s appetite for financial risk.!” The results can also
be interpreted as a form of Bayesian parameter uncertainty. This intuition can easily be
derived from equations (33) to (36). The effect is quantitatively strong, especially for the
equity class. If the prior changes from known preferences (no uncertainty) to a uniform prior
between one and 10, the CIO reduces the allocation to the equity asset class by 25% to
50% of the total allocation. Finally, to verify the accuracy of our approximation, we also
present in Panel A in parentheses the approximate optimal strategic allocation using equa-
tion (36). We conclude that our approximation has a very high level of accuracy, lending

further credibility to the intuitive insights it offers.

We report in Table 4 the utility costs incurred by the CIO as a result of decentralization
for risk aversion parameters of the CIO equal to 7o = 5 and ¢ = 10. The utility costs are

annualized and measured in basis points. The costs of decentralized investment management

17See, for instance, Gollier and Pratt (1996).
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are generally increasing in the uncertainty about the managers’ preferences. The impact of
this uncertainty on the utility costs is economically significant. In most cases, the costs
double when we move from known levels of risk aversion to a uniform prior distribution over
the levels of risk aversion. For instance, in Panel B with p, = 5.5 and y¢ = 10, the utility
costs increase from 59 to 109 basis points per annum. These results imply that the common,
yet unrealistic, assumption that the preferences of the manager (the agent) are known to
the CIO (the principal) can grossly understate the problem and have serious consequences
for optimal policies, particularly in the case of time-varying investment opportunities and a
long investment horizon for the CIO (see Panel C of Table 3).

Note that there are exceptional cases in which the costs of decentralization are slightly
decreasing in the uncertainty about the preferences of the managers. If the CIO assigns a
high prior probability to high-cost managers to begin with, which is the case when p, = 7.3
and o, is low (see, for instance, Figure 8), increasing o, will increase the probability of
allocating capital to lower-cost managers. This in turn can lead to a decreasing relationship
between the costs of decentralization and the uncertainty about the managers’ preferences.

However, this effect is quantitatively negligible and up to only one basis point per year.

3.4.2 Decentralized Problem with a Benchmark

We now examine how effective benchmarks are in aligning incentives if the CIO does not know
the risk aversion levels of the managers. Table 5 presents the optimal strategic allocation
when the asset managers are remunerated relative to optimal performance benchmarks. The
main effects are in line with Table 3. The optimal strategic allocation to both asset classes
decreases as the uncertainty about the managers’ risk appetites increases. We also find that
the implementation of optimal benchmarks can lead to either an increase or decrease in the
strategic allocation relative to the problem without benchmarks, depending on the CIO’s

prior beliefs.

In the previous subsection, we argue that the inefficiencies caused by decentralization are
generally aggravated when the risk appetites of the managers are unknown (Table 4). The
value of an optimally designed benchmark (Table 6) depends on the following two effects.
First, compared to the case of known risk appetites, the amount of information that can be
used to design the optimal benchmarks is lower because risk appetites are now unknown.
This suggests that the value of an optimal benchmark diminishes. Second, the inefficiencies
that can potentially be mitigated by the benchmarks are also much larger. Therefore, there
is more scope for the benchmarks to have value-added. This explains why, for low levels of
uncertainty, there is a (small) negative relation between the value of benchmarks and the level

of uncertainty about the risk appetites. In these cases the first effect dominates. However,
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as the uncertainty about the risk aversion levels increases, the value of the benchmarks also
generally increases and exceeds the value for known preferences because then the second

effect dominates.

As explained before, there are exceptional cases in which the costs of decentralization are
slightly decreasing in the uncertainty about the managers’ preferences (e.g., when s, = 7.3).
In such cases, increasing the uncertainty about the managers’ preferences does not sufficiently
enlarge the scope for improvement by optimally designed benchmarks. As a result, the fact
that the benchmarks are based on less information dominates and the value of an optimally

designed benchmark decreases in the uncertainty about the managers’ risk aversion levels.

When the CIO’s investment horizon is longer, for example T" = 10, the results in Panel C
may give the impression that benchmarks become less effective in aligning incentives when
risk appetites are unknown. It is important to emphasize, however, that the results pre-
sented for this case constitute a conservative lower bound on the value of benchmarks. It is
common practice in the investment management industry to have the opportunity to revise
the benchmark annually. We consider a single, unconditional benchmark that is held con-
stant for 10 years, which is the absolute minimum of what optimally designed benchmarks
can actually achieve. In case of annual rebalancing, or an effective 1-year horizon, Panel B
shows that the benchmarks are indeed more effective the more uncertain the CIO is about

the managers’ risk preferences.

To summarize, we find that uncertainty about the managers’ risk preferences has a strong
effect on the optimal strategic allocation to the different asset classes. We show that this un-
certainty increases the costs of decentralized investment management even further. We also
show that optimally designed performance benchmarks become more effective to overcome

these costs.

3.4.3 Risk Constraints

Apart from designing optimal return benchmarks, the CIO can also employ risk constraints
in order to change or restrict the behavior of asset managers. These risk constraints can
be formulated either in terms of absolute risk in absence of a benchmark or in terms of
relative risk when the asset manager is remunerated relative to a benchmark. Absolute risk
constraints restrict the total volatility of the portfolio return. Relative risk constraints limit
the volatility of the portfolio return in excess of the benchmark return, as in Roll (1992)
and Jorion (2003). We assume that the volatility constraints have to be satisfied at every
point in time. In modern investment management firms, risk management systems monitor

the risk exposures of portfolio holdings frequently, which makes it plausible to presume that



3.4. Unknown Risk Appetites of the Managers 115

risk constraints have to be satisfied continuously. For ease of exposition, we focus initially

on the financial market of Section 2 in which investment opportunities are constant.

The instantaneous volatility of the portfolio return is given by o (z;) = +/2/%;Xa;,

which is the portfolio’s absolute risk. The instantaneous volatility of the portfolio return

in excess of the benchmark (relative risk) is given by oft (z;) = \/(xl — B Ti% (i — By),
which is also called the tracking error volatility. Using these definitions for absolute and

relative risk, we impose risk limits of the form
O'j (l’l) S ¢ija (337)

with 7 = A, R. To ensure that the optimization problem of the asset managers is well defined,
we assume that o4 (xiw V) < ¢;a, which states that the limit on absolute risk must exceed
the volatility of the minimum variance portfolio. In the case of relative risk constraints, we
require that ¢;g > 0, since we restrict attention to benchmarks that can be replicated by
the managers. A relative risk limit of ¢;r = 0 implies that the asset manager must exactly
implement the benchmark portfolio. We focus on the effect of imposing either one of these

constraints, but not both.'®

Whenever the unconstrained portfolio choice in absence of a benchmark does not violate
the absolute risk constraint, this portfolio remains optimal for manager . However, once the

absolute risk constraint is violated, Appendix C shows that the optimal portfolio equals

1 !
szB (&) = 771- i &)xz + (1 — 7% (fi fz)) xﬁ”V’ (3.38)

MV are given by equation (7) and & > 0 satisfies o4 (xZNB (&)) = Oa;.

where z; and x
This solution shows that the absolute risk constraint induces an effective increase in risk
aversion. The results in Figure 2 then imply that absolute risk constraints can mitigate
inefficiencies whenever the investment manager is too aggressive. In contrast, when the
investment manager is too conservative, absolute risk constraints can actually aggravate the

inefficiencies.

We also show in Appendix C that the optimal portfolio in the presence of a performance

benchmark and binding relative risk constraints is given by

1 1 1—2al
z) (&) = 01 6)" + (1 - m) Bi + mwﬁ‘”, (3.39)

MV

where 2; and 2" are given in equation (7) and & > 0 satisfies o (27 (&) = ¢r;. In

18 Jorion (2003) infers in addition the effect of implementing both absolute and relative risk constraints.
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addition, Appendix C shows that the relative risk constraint binds for an investment manager
with risk aversion ; once the benchmark is designed on the basis of a higher risk aversion
i, with 4; > ;. This implies that the CIO does not require specific knowledge of the
manager’s risk attitude, more than knowing an upper bound. If the benchmark and relative
risk constraint are designed on the basis of this conservative upper bound, the relative risk
constraint binds for more aggressive managers. The binding constraint induces an effective

increase in the manager’s risk aversion to the level for which the benchmark is designed.

Combining these results with our discussion of unknown risk appetites, risk constraints
essentially shift the lower truncation point of the CIO’s prior over the managers’ risk aversion
levels upwards. All managers, who are more aggressive than the risk constraint allows, will
behave as an asset manager for which the constraint binds marginally. Hence, risk constraints

effectively reduce the CIO’s uncertainty about the manager’s preferences.

In case of constant investment opportunities, there is no disadvantage from selecting tight
risk constraints. However, in the more realistic case of time-varying investment opportunities,
the same derivation is valid, albeit & becomes time dependent and the constraint will bind
only at certain points in time. In that case, tight risk constraints will reduce the timing
ability of the asset managers. Therefore, the CIO can optimally determine the strategic
allocation to both asset classes, the benchmarks for each manager, and the risk constraints
for a given prior over the managers’ risk tolerances. Tight risk constraints indicate that it
is valuable for the CIO to reduce uncertainty about the managers’ risk attitude, while wide
risk constraints indicate that the CIO prefers to exploit the timing expertise of the managers

rather than reducing the uncertainty about their preferences.

3.5 Conclusions

We address several misalignments of incentives generated by decentralized investment man-
agement. These misalignments between a CIO and the asset managers he employs can lead
to large utility costs. One straightforward solution is to implement centralized investment
strategies whereby the CIO attempts to manage all assets himself. However, from an orga-
nizational point of view, decentralized investment management is an inevitable and stylized
fact of the investment industry. We show in this paper that the optimal design of an un-
conditional linear benchmark can be very effective in mitigating the costs of decentralized
investment management. This is even more pronounced when we generalize our model by re-
laxing the assumption that the CIO knows the risk aversion levels of the asset managers. The
optimal benchmark is derived assuming that the CIO only knows the cross-sectional distri-

bution of investment managers’ risk appetites, but does not know where in this distribution
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a given manager falls.

For ease of exposition, we confine attention to CRRA preferences and linear performance
benchmarks. Future work could focus on a more complicated preference structure and/or
nonstandard contracts. For example, it seems reasonable that the utility function of the
CIO is kinked as in Binsbergen and Brandt (2007). The compensation scheme for the asset
managers may also be nonlinear and/or asymmetric, as in Browne (1999), Browne (2000),
Carpenter (2000), and Basak, Pavlova, and Shapiro (2007b), for example. Another interest-
ing extension would be to assess the asset pricing implications of decentralized investment
management. In delegated portfolio choice problems, Brennan (1993), Gomez and Zapatero
(2003), Cuoco and Kaniel (2006), and Cornell and Roll (2005) illustrate the impact of del-
egation and benchmarking on equilibrium asset prices. Stutzer (2003a) shows that multiple
benchmarks imply a factor model with these benchmarks returns as possibly priced factors.
Finally, we show that not knowing the risk preferences of the managers to which the CIO del-
egates the available capital effectively increases the CIO’s risk aversion. Since the amount
of capital managed institutionally has increased dramatically during recent decades, it is

important to further understand the asset pricing implications of unknown risk preferences.
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3.A Constant Investment Opportunities

3.A.1 Decentralized Problem with a Benchmark

We solve the decentralized problem with the optimally designed benchmark of Section 2.4. We derive first
the optimal allocations of the asset managers in the presence of a benchmark. Define normalized wealth as
Wi = WitBizl. Recall that the benchmark comprises only positions in the assets available to the investment
managers and no cash. The asset managers are therefore able to replicate the benchmark. The dynamics of
the benchmark are given in equation (12). Using Ito’s lemma, the dynamics of normalized wealth are

dwe _ (zP'SiA — BIS A + BI85 — BiSal) dt + (2P'S; — %) dZ;. (3.40)

wy

The corresponding Hamilton-Jacobi-Bellman (HJB) equation is

ma. 1,,2 BIy. iy, By, gy =0. (3'41)
eBabi=1 \ W Jpw (x2S — B1%) (aP'S; — BI%:) +
The first-order conditions (FOC) are
0= Jow (ZiA — 5558:) + Juww?E; (Sjaf — £03;) — &, and 1 =z, (3.42)
with £ denoting the Lagrange multiplier. The value function is of the form
1 w 1—7;
Js(W/B,1;) = T (E) exp(cr;), (3.43)

with 7; = T; — ¢. The solution of the FOCs is given by equation (14).

The CIO has to design the benchmarks, that is, 3;, i = 1,2, and decide on the strategic allocation to
the managers and to the cash account. Since the managers’ optimal portfolios are affine in the benchmark
weights, (see equation (14)), the benchmark can be designed to solve for the optimal relative fractions invested
in the different assets present in the asset classes. The strategic allocation, xc € R2, can subsequently be
used to optimally manage the absolute fractions allocated to the different assets. More formally, the optimal
portfolio is given by

Tic 1 n—1
= =— (XX EA, 3.44
Trc |: Toc ] Yo ( ) ( )

where x;c denotes the allocation to the assets managed by manager i. We use [3; to solve for the optimal
relative fractions invested within the asset class:

of = zic (¢he) (3.45)
The optimal benchmark weights are given by
b= 2 o @) = (T el (3.46)
vi—1 Vi Vi

and the optimal allocation of the CIO’s wealth to the managers is given by ..

3.B Time-varying Investment Opportunities

3.B.1 Centralized Problem

The centralized problem in Section 3.2 relates to the portfolio choice problems in Sangvinatsos and Wachter
(2005) and Liu (2007). The problem is solved using standard dynamic programming techniques. The HJB
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equation reads

JwW (’I“ + IICZA(X)) + %JWV[/W2x/CZZIIC + Ji— .
max < JKX + Ltr (S JxxSx) + Wal, S5 Jwx =9, (3-47)
where we omit the indices of z¢ (X, 7¢) for notational convenience and K = diag(k1,...,%m,). The affine

structure of the financial market implies that the value function is exponentially quadratic in the state

variables:
1=y

JW, X, 7¢) = l exp {A(Tc) + B(t¢)' X + %X’C(Tc)X} . (3.48)

—C

Solving for the FOC of problem (B1) and using equation (B2) to determine the partial derivatives, we obtain
ro (X,7¢) = % (2 'S [AX) + 2 (B (re) + 1 (C(1e) + C (1)) X)], (3.49)

which we can rewrite as ¢ (X, 7¢) = (§ (7¢) + (F (7¢) X, with

(o) = 7% (55 S [Ao + S5 B (7)) (3.50)
Clc(Tc) = ’)/ic (EE/)71 YA+ %E/X (C (Tc) —+ C(Tc)/) . (3.51)

To find the coefficients A, B, and C, we substitute the optimal portfolio into the HJB equation (B1) and
match the constant, the terms linear in X, and the terms quadratic in X. In what follows, we derive the
value function for any affine policy, = (X,7) = (o(7) + (1(7)X, which turns out be useful in subsequent
derivations. The value function for this particular problem is obtained for (o(7) = ¢§' (7) and ¢;(7) = ¢F (7).
The resulting ODEs are

A = (1—7¢)(r+¢EAe) — 3701 = 70)EE Gt

itr (2 (C+ C") Sx) + B'Ex S B+ (1 — ) X2y B,
B = (1-70) (B +ApTG] = 101 = 7e)G S8 G - BK+

3B EXEy (C+C)+ 5(1—10)(EE (C+ C') + (1 —y0)B'Ex ¥, (3.52)
C = 2(1-1){BA — el =) S G — (C+ C) K+

1(C+CNExEY (C+C) + (1 —e)((E8 (C+ ),

subject to the boundary conditions A(0) =0, B(0) = 0,,x1, and C(0) = Oy xim-

3.B.2 Decentralized Problem without a Benchmark

In the decentralized problem without a benchmark in Section 3.3, we first solve for the myopic, cash-
constrained policy of the managers. The optimization problem of the (myopic) managers can be simplified
to

max (xf.VB'(X)ziA(X) - ﬁxNB'(X)zizgx?’B(X)) . (3.53)
1

aNBgNB/ = 2"
As a result, the optimal strategy of the myopic, cash-constrained investment managers is

2B(X) = Lay(X) + (1 2 oMV — (B 4 (X, (3.54)

where z;(X) and 2V are given in equation (21) and

(3.55)

Vi

—1
L N o A <1—L/(EZE;) EiA(’)
[ i 1 T ) Vi ’

1 _ AODYARED YWY
NB = (22 A — aMY <L(7)—1> : (3.56)
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Anticipating the allocations of the asset managers, the CIO has to decide on the strategic allocation. We
consider strategic allocations that are independent of the current state of the economy, but that do account
for the investment horizon of the CIO. We optimize the unconditional value function

E(J(W, X, 7c) | W), (3.57)

with Jo(W, X, 7¢) denoting the conditional value function, which is exponentially quadratic in the state
variables. After all, if we denote the allocation to the ith asset manager by x;c, then the resulting portfolio
of the CIO is affine in the state variables:

Implied T1c (Cé\{B + CﬁBX) Implied Implied
z = = + X, 3.58
C [3020 (CO]gB + CIJgBX) 0 Cl ( )

and the results of Appendix B apply. To determine the unconditional value function, we use Lemma 1.

LEMMA 1: Let Y € R™1 Y ~ N(0,%), a € R™!, and B € R™ ™. If (X' —2B) is strictly
positive definite, then we have

E (exp (a'Y + Y'BY)) = exp (% Indet (I —2¥XB) + %a’ (=71 - ZB)_1 a) : (3.59)

Solving for the optimal strategic asset allocation is then reduced to a static optimization of the unconditional
value function, which we perform numerically.

3.B.3 Decentralized Problem with a Benchmark

The performance benchmark of manager ¢ in Section 3.4 is parameterized by a vector of constant portfolio
weights, 3;, with the corresponding dynamics specified in equation (25). The asset manager is concerned
with wealth relative to the value of the benchmark. The dynamics of normalized wealth, w;; = W B}, 1, are
given by

dwy _ (:ciB’(X)EiA(X) + BIE; [E;ﬁi —AX) - E;xZB(X)]) dt + (:cZB’(X)Ei - 61’-21-) dZ,,

wt

where x5 (X) denotes the myopic conditional portfolio choice of investment manager i. We first optimize the

managers’ portfolios when they have no access to a cash account, that is, :cf’ t = 1. The optimal strategy of
the managers is given by

B(X) = La(X)+ (1= 1) B+ L (- m(X) ) eV = & + (B, (3.60)
where x;(X) and MY as in equation (21) and
B 1 S—1 1 L mv / -1
@ = = EE) TS+ (1- =) Bt e (1= (2 Sl (3.61)
Vi Vi Vi
B 1 A Lo omv (. 1
Bo= (@) SA - o] (L (23 EZ-Al) . (3.62)
Vi Vi

The implication of equation (B14) is that the optimal portfolio of the managers is again affine in the state
variables. The CIO selects the optimal constant proportions strategy and the constant benchmarks, 5, and
(a2, to optimize the unconditional value function, that is, equation (B11). This yields

B B
Implied _ [T1C (o1 +Ci1X)| _ -Implied , ~Implied
_ _ + X, 3.63
Lo [3020 gCé}Q + C1BQX 0 G ( )

where (& and (£ obviously depend on the choice of the benchmark. The conditional value function is
exponentially quadratic as in equation (B2), with ¢o(7) = ¢! and ¢, (7) = ¢[™"°Y. The coefficients

satisfy the ODEs given in equation (B6). To solve for the strategic allocation and the performance benchmark,
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we evaluate the unconditional expectation of the conditional value function using Lemma 1. We then optimize
numerically.

3.C Risk Constraints

We derive in this section the optimal allocations of the asset managers in the presence of either relative or
absolute risk constraints as defined in Section 4.3. We assume that investment opportunities are constant.

For the case with absolute risk constraints, the optimization problem of asset manager ¢ can be simplified
to

max (xZNB’EiA +r— zxZNB’EingZNB) : (3.64)
zNBeA; 2
and the set A; is given by A; = (x | 2/v=1,\/2'E; Xz < ¢Az‘) . Consequently, the Kuhn-Tucker FOCs are
0 = SA—~y(1+6)8XaN8 —¢ (3.65)
L= 2P, ¢ > 2P e3P, & >0 (3.66)
0 = & (¢4 — 2 P's8alP), (3.67)

with & and & denoting the Kuhn-Tucker multipliers. In fact, & is the multiplier for the risk constraint
scaled by a factor /2 to simplify the interpretation. If the risk constraint is not binding, the managers’
optimal portfolio is as derived in Section 2.3. Otherwise, the absolute risk constraint binds and the optimal
portfolio is given by the solution to equation (C2) for £, > 0 so that the risk constraint holds with equality.
This results immediately in the optimal portfolio given in equation (38).

When the asset managers have to satisfy relative risk constraints, their objective is

e (xiB’EiA + B[S — A — XaP] - g (@25 — BI%) (2P — ﬁ{&-)’) , (3.68)

where the set B; is given by B; = (:L' | 2/ =1, \/(:E — 6L (x— ;) < d)Ri) .
The FOCs are given by

0 = % (A-38) —v(1+ &)X, (2P - 8) — &, (3.69)
1 = P, 63 > (of = 3) % (2P - 8), &> 0, (3.70)
0 = & (ﬁzi - (%B - 51‘)/21‘22 (JUZB - ﬁz‘)) ) (3.71)

where £ and & indicate the Kuhn-Tucker multipliers. Again, if the relative risk constraint is not binding,
the optimal portfolio of Section 2.4 prevails. Otherwise, the optimal strategy of manager ¢ is given by the
solution to equation (C6) with £& > 0 so that the relative risk constraint is satisfied with equality. This
implies the strategy given in equation (39).

Finally, suppose that the benchmark is designed on the basis of a higher risk aversion level, say 7, than
the manager’s risk aversion, denoted by ~. In this case, the (relative) risk of the manager’s portfolio will
exceed the (relative) risk that would correspond to a manager with risk aversion level 4. If the risk limit is
constructed for a manager with risk aversion 7, then the relative risk constraint will bind for the manager
with risk aversion . This induces an effective increase in the manager’s risk aversion from ~ to 7. To show
this, note that the difference between the optimal portfolio of the manager, who has a risk aversion ~, and
the benchmark weights, which are designed for a manager with risk aversion 7, is given by

. A1 :
2% (1B = BA) = gy {m = ol (@) + (= dz) 2] (3.72)

In this expression, =7 (v, 3(7)) denotes the optimal portfolio choice when the investor has a coefficient of
relative risk aversion vy, but is evaluated relative to a benchmark, 3 (%), which is based on 4. This immediately



122 Optimal Decentralized Investment Management

implies for the relative risk of the manager’s portfolio:
- \/ - -
(@ (v, 8(3) = B() () (=% (v, () —BH)) =

~\ 2
<%) (2P (3.8() - BF) (=) (2P (3.8(3) - B(3)),

(3.73)

that is, the relative risk of a more aggressive manager under a benchmark designed for a more conservative
manager is larger than when the more conservative manager implements the strategy, since 4 > . This
implies that when the risk constraint is satisfied with equality for a manager with risk aversion 7, an
unconstrained manager with risk aversion v will implement a strategy that exceeds the relative risk limit.
Consequently, the risk constraint on the basis of which the benchmark is designed will be binding and induces
an effective increase in the manager’s risk aversion from ~ to 7.
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Figure 3.1: Decentralized investment management problem
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This figure shows a decentralized asset allocation problem in which a CIO delegates portfolio decisions to
a stock and a bond manager. Both asset managers have a risk aversion coefficient of v; = 72 = 10. The
bond manager invests in government bonds and corporate bonds with Aaa and Baa ratings. The stock
manager invests in growth, intermediate, and value stocks. Panel A shows the mean-variance frontier for
stocks and for bonds. The decentralized mean-variance frontier intersects the stock and bond mean-variance
frontiers at the preferred portfolios of the bond and the stock manager. The CIO allocates money to the two
managers and a riskless asset that pays 5% per year. Panel B compares the mean-variance frontier of the
decentralized investment problem with that of the centralized investment problem and depicts the optimal

portfolio choices of the CIO for the CIO’s risk aversion level v~ equal to 2, 5, and 10.
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Panel A: The coefficient of relative risk aversion of the CIO equals y¢ =5
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Panel B: The coefficient of relative risk aversion of the CIO equals yv¢ = 10
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Figure 3.2: Losses from decentralized investment management

This figure depicts the diversification losses due to decentralized investment management as a function of
the risk aversion of the investment managers. The CIO has a risk aversion coefficient vo = 5 in Panel A
and 7¢ = 10 in Panel B. The horizontal axes depict the risk appetites of the asset managers. The losses
are computed by taking the ratio of the annualized certainty equivalents achieved under decentralized and
centralized investment management after which we subtract one and multiply by -10,000 to express the losses
in basis points per year. For example, 160 basis points implies a loss in terms of certainty equivalents of
1.6% of wealth per year.
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Panel A: Portfolio composition bond manager
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Figure 3.3: Portfolio compositions without a benchmark
This figure displays the portfolio composition of the bond manager in Panel A and the stock manager in
Panel B as functions of their coefficients of relative risk aversion when they are not restricted by a benchmark.
The asset managers do not have access to a riskless asset.
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Figure 3.4: Fraction of risky funds allocated to equities without a benchmark
This figure displays the percentage of total investment in risky assets that is under control of the stock
manager as a function of the risk aversion of the bond and the stock manager.
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Panel A: Composition of the optimal bond benchmark
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Panel B: Composition of the optimal stock benchmark
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Figure 3.5: This figure gives the composition of the optimal performance benchmarks
Composition of the optimal bond benchmark in Panel A and stock benchmark in Panel B as a function of
the risk aversion of the asset managers.
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Panel A: The coefficient of relative risk aversion of the CIO equals y¢ = 5
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Figure 3.6: Optimal portfolio choice in the centralized problem

This figure depicts the optimal allocation to government bonds, corporate bonds with ratings Baa and Aaa,
and three stock portfolios ranked based upon their book-to-market ratios (growth, intermediate, and value).
The horizontal axis depicts the investment horizon of the CIO in months. The coefficient of relative risk
aversion of the CIO equals yo = 5 in Panel A and vo = 10 in Panel B.
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Figure 3.7: Optimal strategic allocation in the decentralized problem without a benchmark
This figure displays the optimal allocation to the fixed income and equity asset classes in absence of a
benchmark. The horizontal axis depicts the investment horizon of the CIO in months. The preference
parameters have been set to 7o = 10 and v; = 5, with ¢ = 1, 2.
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Panel A: The investment horizon of the CIO equals T' =1
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Panel B: The investment horizon of the CIO equals T = 10
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Figure 3.8: Utility costs of decentralized investment management without a benchmark

This figure gives a comparison of certainty equivalents following from the centralized and decentralized
investment management problem when there is no benchmark and the investment horizon is one year in
Panel A and 10 years in Panel B. The horizontal axes depict the risk appetites of the asset managers. The
coefficient of relative risk aversion of the CIO equals 10. The losses are computed by taking the ratio of the
annualized certainty equivalents achieved under decentralized and centralized investment management after
which we subtract one and multiply by -10,000 to express the losses in basis points per year.
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Panel A: Composition of the optimal performance benchmarks
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Figure 3.9: Optimal performance benchmarks and strategic allocation

Panel A portrays the composition of the optimal performance benchmarks for different investment horizons
of the CIO. Panel B presents the corresponding optimal strategic asset allocation to the asset classes. We plot
the benchmark for the stock and bond manager in the same graph, but there is still no cross-benchmarking.
That is, the benchmark weights in both asset classes each sum up to 100%. The horizontal axis depicts the
investment horizon of the CIO in months. The preference parameters are v = 10 and v; = 5, with ¢ =1, 2.
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Panel A: The investment horizon of the CIO equals T' =1
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Figure 3.10: Value generated by an optimally chosen benchmark

This figure gives a comparison of certainty equivalents following from the decentralized with and without
an optimally chosen benchmark. We present the annualized gains in basis points from using the benchmark
optimally. The investment horizon of the CIO equals one year in Panel A and 10 years in Panel B. The
horizontal axes depict different risk appetites of the asset managers. The coefficient of relative risk aversion
of the CIO equals 10.



3.D. Tables and figures

133

Panel A: Model parameters

Source of risk Z Zo Z3 Zy Zs Zs
A 0.331 0.419 -0.0291 0.126  0.477 0.305
b))
Gov. bonds 13.5% 0 0 0 0 0
Corp. bonds, Baa  8.2% 5.6% 0 0 0 0
Corp. bonds, Aaa  9.1% 2.7% 2.4% 0 0 0
Growth stocks 3.7% 6.3% 0.3%  16.5% 0 0
Int. stocks 3.6% 6.8% 03% 11.7% 7.3% 0
Value stocks 3.6% 7.7% 0.1% 10.4% 6.8% 5.9%
Panel B: Implied parameters

Expected return Correlation
Gov. bonds 9.5% 100% 82%  93%  20%  23%  22%
Corp. bonds, Baa 10.1% 82% 100%  92%  37%  43%  45%
Corp. bonds, Aaa 9.1% 93% 92%  100% 29%  34%  34%
Growth stocks 10.9% 20% 37% 29%  100%  88% 80%
Int. stocks 14.0% 23% 43% 34% 88%  100%  93%
Value stocks 15.7% 22% 45%  34%  80%  93%  100%

Table 3.1: Constant investment opportunities

This table gives the estimation results of the financial market in Section 2 over the period January 1973
through November 2004 using monthly data. The model is estimated by maximum likelihood. The asset
set contains government bonds ("Gov. bonds’), corporate bonds with credit ratings Baa (’Corp. bonds,
Baa’) and Aaa (’Corp. bonds, Aaa’), and three equity portfolio ranked on their book-to-market ratio
(growth/intermediate (’Int. ’)/value). Panel A provides the model parameters and Panel B portrays the
implied instantaneous expected returns (r + 3A) and correlations. In determining A, we assume that the
instantaneous nominal short rate equals r = 5%.
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Source of risk Z1 ZQ Z3 Z4 Z5 Zﬁ Z7 Z8 Zg
Ay 0.306 0.409 -0.020 0.089 0.498 0.310 0 0 0
YA

Gov. Baa Aaa  Growth Int. Value Ki

Short rate 0.227 -0.964 -0.209 -0.270 -0.249 -0.012 0.36
10Y yield 1.269 1.225 0.893 -0.778 -1.086 -1.010 0.12
DP 0.020 0.071 0.038 0.132 0.121  0.130 0.052
b)) Z Zy Z3 Zy Zs Zg Z7 Z3 Zy
Gov. bonds 13.2% 0 0 0 0 0 0 0 0
Corp. bonds, Baa 7.7% 5.4% 0 0 0 0 0 0 0
Corp. bonds, Aaa 87% 2.6% 2.4% 0 0 0 0 0 0
Growth stocks 3.1% 58% 0.2% 16.5% 0 0 0 0 0
Int. stocks 2.9% 62% 0.1% 11.7% 7.2% 0 0 0 0
Value stocks 28% 71% -0.2% 10.4%  6.7%  5.8% 0 0 0
Short rate -1.1%  -0.1%  0.0% 0.3% -01% -01% 2.3% 0 0
10Y yield 0.0% 0.0% 0.0% 0.1% 0.1% 0.0% 0.0% 1.3% 0
DP 3.0% -6.7%  01% -14.0% -25% -0.9% 0.0% 0.6% 4.7%

Table 3.2: Time-varying investment opportunities

This table shows the estimation results of the financial market in Section 3 over the period January 1973
through November 2004 using monthly data. The model is estimated by maximum likelihood. The asset
set contains government bonds ("Gov. bonds’), corporate bonds with credit ratings Baa (’Corp. bonds,
Baa’) and Aaa (’Corp. bonds, Aaa’), and three equity portfolio ranked on their book-to-market ratio
(growth/intermediate ('Int. ’)/value). In determining Ay, we assume that the instantaneous nominal short
rate equals r = 5%. We report XA, rather than A; as the former expression is easier to interpret. The short
rate, the yield on a 10Y nominal government bond, and the dividend yield are used to predict returns.
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Panel A: Constant investment opportunities

fy = 3.1 fy =5.5 py =173
Bonds Stocks Bonds Stocks Bonds  Stocks
oy,=0 19% 30% 22% (22%)  36% (36%) 24% 3%
o, =1 18% 27% 22% (22%)  36% (36%) 23% 3%
oy =2 18% 26% 21% (21%)  33% (33%) 23% 36%
oy =3 18% 27% 21% (21%)  31% (31%) 22% 33%
o, = 25 (uniform)  20% 28% 20% (20%)  28% (29%) 20% 28%

Panel B: Time-varying investment opportunities (7' = 1)

fy = 3.1 fy =5.5 fy =73
Bonds Stocks Bonds Stocks Bonds Stocks
oy,=0 27% 31% 36% 3% 39% 38%
o, =1 23% 27% 35% 3% 38% 38%
oy =2 22% 26% 29% 34% 35% 37%
oy =3 22% 27% 27% 31% 30% 35%
oy = 25 (uniform)  24% 29% 24% 29% 24% 29%

Panel C: Time-varying investment opportunities (7' = 10)

fy = 3.1 fy =5.5 fy =73
Bonds Stocks Bonds Stocks Bonds Stocks
oy,=0 33% 35% 47% 51% 51% 57%
oy, =1 23% 26% 26% 42% 51% 56%
oy =2 23% 25% 25% 30% 26% 36%
oy =3 23% 25% 25% 28% 25% 31%
oy = 25 (uniform)  24% 26% 24% 26% 24% 26%

Table 3.3: Strategic allocation without benchmarks when risk attitudes are unknown

This table gives the strategic allocation of the CIO to the asset classes when the risk attitudes of the
managers are unknown and there are no benchmarks. The prior of the CIO over the risk aversion level of
each of the managers is a truncated normal distribution with parameters j, and o, truncated below at one
and truncated above at 10.
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Panel A: Constant investment opportunities

ey = 3.1 fy = 5.5 fy = 7.3
e =5 ~nc=10 Ye=5 7c=10 Ye=5 7c=10
oy =0 13.8 6.9 29.8 14.9 54.6 27.2
oy, =1 51.5 25.7 31.7 15.9 53.8 26.9
0y =2 73.8 36.9 51.4 25.7 53.0 26.5
oy =3 80.5 40.2 68.3 34.2 62.2 31.1
o, = 25 (uniform) 86.8 43.4 86.8 43.4 86.8 43.4

Panel B: Time-varying investment opportunities (7' = 1)

py = 3.1 fy = 5.5 fy = 7.3
e =5 ~nc=10 Ye=5 7c=10 Ye=5 7c=10
oy,=0 94.4 47.4 119.7 58.9 158.6 78.0
o, =1 152.5 76.7 124.1 61.2 157.9 7.7
oy =2 188.6 94.7 161.4 80.4 159.8 78.9
oy =3 201.9 101.2 189.6 94.7 179.8 89.4
oy = 25 (uniform)  217.6 108.8 217.6 108.8 217.6 108.8

Panel C: Time-varying investment opportunities (7' = 10)

py = 3.1 fy = 5.5 fy = 7.3
e =5 ~vc=10 Ye=5 7c=10 Ye=5 7c=10
oy =0 434.0 261.1 401.0 234.3 434.6 245.1
oy, =1 586.2 341.2 503.0 295.6 439.3 248.2
0y =2 650.7 372.6 633.0 363.5 611.5 351.8
oy =3 679.4 386.4 679.0 386.0 669.9 381.3
oy = 25 (uniform)  717.4 404.6 7174 404.6 7174 404.6

Table 3.4: Costs of decentralized investment management if risk attitudes are unknown

This table gives the costs of decentralized investment management when the risk attitudes of the managers
are unknown and there are no benchmarks. The prior of the CIO over the risk aversion levels of each of
the managers is a truncated normal distribution with parameters 1, and o, truncated below at one and
truncated above at 10. The losses are computed by taking the ratio of the annualized certainty equiva-
lents achieved under decentralized and centralized investment management after which we subtract one and
multiply by -10,000 to express the losses in basis points per year.
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Panel A: Constant investment opportunities

py = 3.1 fy = 5.5 py = 7.3
Bonds  Stocks Bonds  Stocks Bonds  Stocks
o,=0 24% 32% 24% 32% 24% 32%
oy =1 21% 26% 24% 31% 24% 32%
oy =2 19% 24% 23% 29% 24% 31%
oy =3 19% 24% 21% 27% 23% 29%
o, = 25 (uniform)  20% 25% 20% 25% 20% 25%

Panel B: Time-varying investment opportunities (7' = 1)

fy = 3.1 fy = 5.5 fy = 7.3
Bonds  Stocks Bonds Stocks Bonds  Stocks
o,=0 31% 35% 40% 34% 41% 33%
oy =1 25% 28% 38% 33% 41% 33%
oy =2 23% 25% 31% 30% 37% 33%
oy, =3 23% 25% 27% 28% 31% 31%
oy = 25 (uniform)  24% 26% 24% 26% 24% 26%

Panel C: Time-varying investment opportunities (7' = 10)

py = 3.1 fy = 5.5 py =173
Bonds Stocks Bonds Stocks Bonds  Stocks
o,=0 34% 61% 47% 66% 50% 67%
o, =1 23% 28% 26% 43% 50% 66%
oy =2 23% 25% 25%  30% 26% 36%
oy =3 23% 25% 25% 2% 25% 30%
oy =25 (uniform)  24% 25% 24% 25% 24% 25%

Table 3.5: Strategic allocation with benchmarks when risk attitudes are unknown

This table gives the strategic allocation of the CIO to the asset classes when the risk attitudes of the managers
are unknown and the optimal benchmarks are implemented. The prior of the CIO over the risk aversion
levels of each of the managers is a truncated normal distribution with parameters p. and o, truncated
below at one and truncated above at 10.
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Panel A: Constant investment opportunities

ey = 3.1 fy = 5.5 fy = 7.3
e =5 ~nc=10 Ye=5 7c=10 Ye=5 7c=10
oy =0 13.8 6.9 29.8 14.9 54.6 27.2
oy =1 9.1 4.5 28.5 14.3 53.1 26.5
oy =2 13.4 6.7 29.3 14.6 46.7 23.3
Oy = 19.8 9.9 31.2 15.6 41.3 20.6
o, = 25 (uniform) 33.7 16.9 33.7 16.9 33.7 16.9

Panel B: Time-varying investment opportunities (7' = 1)

py = 3.1 fy = 5.5 fy = 7.3
e =5 ~vc=10 Ye=5 7c=10 Ye=5 nc=10
oy =0 28.2 14.5 29.4 13.9 48.6 23.2
oy =1 12.3 6.0 28.0 13.3 47.3 22.6
oy =2 13.5 6.5 26.5 12.7 41.6 19.8
oy =3 18.7 9.0 28.2 13.6 36.7 17.6
oy =25 (uniform) 31.2 15.1 31.2 15.1 31.2 15.1

Panel C: Time-varying investment opportunities (7' = 10)

ey = 3.1 fy = 5.5 fy = 7.3
e =5 ~nc=10 Ye=5 7c=10 Ye=5 7c=10
oy =0 110.3 71.5 40.4 31.5 26.7 20.4
oy =1 14.3 7.6 21.4 11.2 26.8 20.4
oy =2 11.5 6.0 18.2 9.3 23.7 12.2
Oy = 14.7 7.4 20.3 10.2 24.6 12.3
o, = 25 (uniform) 22.8 11.3 22.8 11.3 22.8 11.3

Table 3.6: Value of optimal benchmarks when risk attitudes are unknown

This table gives a comparison of certainty equivalents following from the decentralized with and without an
optimally chosen benchmark. We present the annualized gains in basis points from using the benchmark
optimally. The prior of the CIO over the risk aversion levels of each of the managers is a truncated normal
distribution with parameters p1, and o, truncated below at one and truncated above at 10.



Chapter 4

Mortgage Timing

Abstract

We study how the term structure of interest rates relates to mortgage choice, both at the household
and the aggregate level. A simple utility framework of mortgage choice points to the long-term
bond risk premium as theoretical determinant: when the bond risk premium is high, fixed-rate
mortgage payments are high, making adjustable-rate mortgages more attractive. This long-term
bond risk premium is markedly different from other term structure variables that have been pro-
posed, including the yield spread and the long yield. We confirm empirically that the bulk of the
time variation in both aggregate and loan-level mortgage choice can be explained by time variation
in the bond risk premium. This is true whether bond risk premia are measured using forecasters’
data, a VAR term structure model, or from a simple household decision rule based on adaptive
expectations. This simple rule moves in lock-step with mortgage choice, lending credibility to a
theory of strategic mortgage timing by households.

4.1 Introduction

One of the most important financial decisions any household has to make during its lifetime
is whether to own a house and, if so, how to finance it. There are two broad categories of
housing finance: adjustable-rate mortgages (ARMs) and fixed-rate mortgages (FRMs). The
share of newly-originated mortgages that is of the ARM-type in the US economy shows a
surprisingly large variation. It varies between 10% and 70% of all mortgages over our sample
period from January 1985 to June 2006. We seek to understand these fluctuations in the
ARM share.

The main contribution of our paper is to understand the link from the term structure
of interest rates to both individual and aggregate mortgage choice. While various term
structure variables, such as the yield spread and the long-term yield (e.g., Campbell and
Cocco (2003)), have been proposed before, the literature lacks a theory that predicts the
precise link between the term structure and mortgage choice. A simple utility framework

allows us to show that the long-term bond risk premium is the key determinant. This is the
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premium earned on investing long in a long-term bond and rolling over a short position in
short-term bonds. The premium arises whenever the expectations hypothesis of the term
structure of interest rates fails to hold, a fact for which there is abundant empirical evidence
by now. We are the first to propose the bond risk premium as a predictor of mortgage choice
and to document its strong predictive ability. We show that the long-term bond risk premium
is conceptually and empirically very different from both the yield spread and the long yield.
Because both variables are imperfect proxies for the long-term bond risk premium, they are

imperfect predictors of mortgage choice.

What makes the bond risk premium a palatable determinant of observed household mort-
gage choice? Imagine a household which has to choose between an FRM and an ARM to
finance its house purchase. With an FRM, mortgage payments are constant and linked to
the long-term interest rate at the time of origination. With an ARM, matters are more com-
plicated: future ARM payments will depend on future short-term interest rates not known
at origination. We imagine that the household uses an average of short-term interest rates
from the recent past in order to estimate future ARM payments. Under such expectations-
formation rule, the difference between the long-term interest rate and the recent average of
short-term interest rates is what the household would use to make the choice between the
FRM and the ARM. Therefore, we label this difference the household’s decision rule. The
theoretical long-term bond risk premium that follows from our model is the -closely related-
difference between the current long yield and the average expected future short yields over
the contract period. The household decision rule is a proxy for the bond risk premium which
arises when adaptive expectations are formed. Our motivation for this approximation is a
suspicion that households may not have the required financial sophistication to solve complex
investment problems (Campbell (2006)). The household decision rule is easy to compute,

conceptually intuitive, and theoretically-founded.

This simple rule is highly effective at choosing the right mortgage at the right time.
Section 4.2 shows that it has a correlation of 81% with the observed ARM share in the
aggregate time series. We also use a new, nation-wide, loan-level data set that allows us to
link the household decision rule to several hundred thousand individual mortgage choices.
We find that it alone classifies 70% of mortgage loans correctly. The marginal impact of the
household decision rule is essentially unaffected once we control for loan-level characteristics
and geographic variables. In fact, the rule is an economically more significant predictor of
individual mortgage choice than various individual-specific measures of financial constraints.
The loan-level data reiterate the problem with the yield spread and the long yield as predic-

tors of mortgage choice.

Section 4.3 presents our model; its novel feature is allowing for time variation in bond
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risk premia. The model is kept deliberately simple, as in Campbell (2006), and strips out
some of the rich life-cycle dynamics modeled elsewhere.! It models risk averse households
who trade off the expected payments on an FRM and an ARM contract with the risk of these
payments. The ARM payments are subject to real interest rate risk, while the presence of
inflation uncertainty makes the real FRM payments risky. The model generates an intuitive
risk-return trade-off for mortgage choice: the ARM contract is more desirable the higher
the nominal bond risk premium, the lower the variability of the real rate, and the higher
the variability of expected inflation. We explicitly aggregate the mortgage choice across
households that are heterogeneous in risk preferences. Time variation in the aggregate
ARM share is then caused by time variation in the bond risk premium. The mean and
dispersion parameters of the cross-sectional distribution of risk aversion map one-to-one into
the average ARM share and its sensitivity to the bond risk premium, respectively. The model
also helps us understand the problem with the yield spread and long yield as predictors of
mortgage choice. The yield spread is a noisy proxy for the long-term bond risk premium
because average expected future short rates differ from the current short rate due to mean
reversion. This creates an errors-in-variables problem in the regression of the ARM share
on the yield spread. The problem is so severe in the data that the yield spread is effectively
uninformative about the future ARM share. Intuitively, the yield spread fails to take into
account that future ARM payments will adjust whenever the short rate changes. A similar,

though empirically less pronounced, errors-in-variables problem occurs for the long yield.

In Section 4.4, we bring the theory to the data, and regress the ARM share on the
nominal bond risk premium. We first show formally that the household decision rule arises
as a measure of the bond risk premium when expectations of future nominal short rates are
computed with an adaptive expectations scheme. This provides the theoretical underpinning
for the empirical success of the household decision rule in predicting mortgage choice. The
simple proxy for the bond risk premium explains about 70% of the variation in the ARM
share. We also explore more academically conventional ways of measuring expected future
short rates: based on Blue Chip forecasters’ data and based on a vector auto-regression
model of the term structure. These two forward-looking bond risk premia measures generate
the same quantitative sensitivity of the ARM share: a one standard deviation increase in
the bond risk premium leads to an 8% increase in the ARM share. This is a large economic
effect given the average ARM share of 28%.

While the forward-looking measures of the bond risk premium deliver similar results to
the household decision rule over the full sample, their performance diverges in the last ten

years of the sample. This is mostly due to the increase in the ARM share in 2003-04, which

For instance, Campbell and Cocco (2003), Cocco (2005), and Van Hemert (2006).



142 Mortgage Timing

is predicted correctly by the simple rule, but not by the other two forward-looking measures
of the bond risk premium. Section 4.5 explains this divergence. Part of the explanation lies
in product innovation in the ARM mortgage segment. But most of the divergence is due
to large forecast errors in future short rates in this episode. This motivates us to consider
the inflation risk premium component of the nominal risk premium, for which any forecast
error that is common to nominal and real rates cancels out. We construct the inflation risk
premium using real yield (TIPS) data and either Blue Chip forecasters’ data or a VAR model
for inflation expectations, and show that both measures have a strong positive correlation

with the ARM share and deliver a similar economic effect.

In Section 4.6, we extend our baseline results. First, we analyze the impact of the prepay-
ment option, typically embedded in US FRM contracts, on the utility difference between the
ARM and FRM. We show that the prepayment option reduces the exposures to the under-
lying risk factors. However, it continues to hold that higher bond risk premia favor ARMs.
In sum, we find that the presence of the option does not materially alter the results. Second,
we investigate the role of financial constraints using aggregate and loan-level data. The loan
level data allow us to investigate the importance of measures of financial constraints, such
as the loan-to-value ratio or the credit score, for the relative desirability of the ARM. While
they are statistically significant predictors of mortgage choice, they do not add much to the
explanatory power of the bond risk premium, nor significantly reduce it. In the context of
financial constraints, we also investigate the role of short investment horizons as captured
by a high rate of impatience or a high moving probability in a dynamic version of our model.
When households are so impatient or have such high moving probability that they only care
about the first mortgage payment, the yield spread fully captures the FRM-ARM tradeoff.
For realistic values for moving rates or rates of time preference, the bond risk premium is
the relevant determinant. Fourth, we discuss the robustness of the statistical inference, and
conduct a bootstrap exercise to calculate standard errors. Finally, we discuss liquidity issues
in the TIPS markets and how they may affect our results on the inflation risk premium. We

conclude that bond risk premia are a robust determinant of mortgage choice.

Our findings resonate with recent work in the portfolio literature by Campbell, Chan,
and Viceira (2003), Sangvinatsos and Wachter (2005), Brandt and Santa-Clara (2006), and
Koijen, Nijman, and Werker (2007a). This literature emphasizes that forming portfolios
that take into account time-varying risk premia can substantially improve performance for
long-term investors.? Because the mortgage is a key component of the typical household’s

portfolio, and because an ARM exposes that portfolio to different interest rate risk than an

2Campbell and Viceira (2001b) and Brennan and Xia (2002) derive the optimal portfolio strategy for
long-term investors in the presence of stochastic real interest rates and inflation, but assume risk premia to
be constant.
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FRM, choosing the wrong mortgage may have adverse welfare consequences (Campbell and
Cocco (2003) and Van Hemert (2006)). In contrast to these studies, our exercise suggests
that mortgage choice is an important financial decision where the use of bond risk premia
is not only valuable from a normative point of view. Time variation in risk premia is also
important from a positive point of view, to explain observed variation in mortgage choice

both at the aggregate and at the household level.

Finally, our paper also relates to the corporate finance literature on the timing of capital
structure decisions. The firm’s problem of maturity choice of debt is akin to the household’s
choice between an ARM and an FRM. Baker, Greenwood, and Wurgler (2003) show that
firms are able to time bond markets. The maturity of debt decreases in periods of high
bond risk premia.® Our findings suggest that households also have the ability to incorporate

information on bond risk premia in their long-term financing decision.

4.2 A Simple Story for Household Mortgage Choice

We imagine a household that is choosing between a standard fixed-rate and a standard
adjustable-rate mortgage contract. On the FRM contract, it will pay a fixed, long-term
interest rate while the rate on the ARM contract will reset periodically depending on the
short-term interest rate. The household knows the current long-term interest rate, but lacks
a sophisticated model for predicting future short-term interest rates. Instead, it naively
forms an average of the short rate over the recent past as a proxy of what it expects to pay
on the ARM. The relative attractiveness of the ARM contract is the difference between the
current long rate and the average short rate over the recent past. We label this difference at

time t the household decision rule k.

Figure 4.1 displays the time series of the share of newly-originated mortgages that is of
the ARM type (solid line, left axis) alongside the household decision rule k:(3,5) (dashed
line, right axis). The latter is formed using the 5-year Treasury bond yield (indicated by
the second argument) and the 1-year Treasury bill yield averaged over the past three years
(indicated by the first argument). The ARM share is from the Federal Housing Financing
Board, the standard source in the literature. Appendix 4.A discusses the data in more detail
and compares it to other available series. The figure documents a striking co-movement
between the ARM share and the decision rule; their correlation is 81%. In Section 4.4 below,

we present similar evidence from a regression analysis.

3See Butler, Grullon, and Weston (2006) and Baker, Taliaferro, and Wurgler (2006) for a recent discussion.
In ongoing work, Greenwood and Vayanos (2007) study the the relationship between government bond supply
and excess bond returns.
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Figure 4.2 shows that this high correlation not only holds when the household decision
rule is formed using Treasury interest rates (left panel), but also using mortgage interest rates
(right panel). In both panels the household decision rule  has the strongest association with
the ARM share (highest bar) for intermediate values of the horizon over which average short

rates are computed. The correlation is hump-shaped in the look-back horizon.

We not only find such high correlation between the household decision rule and the
ARM share in aggregate time series data, but also in individual loan-level data. We explore
a new data set which contains information on 911,000 loans from a large mortgage trustee
for mortgage-backed security special purpose vehicles. The loans were issued between 1994
and 2007.* Table 4.1 reports loan-level results of probit regressions with an ARM dummy
as left-hand side variable. All right-hand side variables have been scaled by their standard
deviation. We report the coefficient estimate, a robust t-statistic, and the fraction of loans
that is correctly classified by the probit model.” We keep the 654,368 loans for which we
have all variables of interest available. The first row shows that the household decision rule
is a strong predictor of loan-level mortgage choice. It has the right sign, a t-statistic of 253,
and it -alone- classifies 69.4% of loans correctly. Its coefficient indicates that a one standard
deviation increase in the bond risk premium increases the probability of an ARM choice

from 39% to 56%, an increase of more than one-third.

It is interesting to contrast this result with a similar probit regression that has three
well-documented indicators of financial constraints on the right-hand side: the loan balance
at origination (BAL), the credit score of the borrower (FICO), and the loan-to-value ratio
(LTV). The second row, which also includes four regional dummies for the biggest mortgage
markets (California, Florida, New York, and Texas), confirms that a lower balance, a lower
FICO score, and especially a higher LTV ratio increase the probability of choosing an ARM.
However, the (scaled) coefficients on the loan characteristics are smaller than the coefficient
on the household decision rule x, suggesting a smaller economic effect. Furthermore, the
three financial constraint variables classify only 59.0% of loans correctly; adding four state
dummies increases correct classifications to 61.7%. Adding the three financial constraint
proxies and the four regional dummies to the household decision rule does not increase the
probability of classified loans (Row 3). The number of classified loans is 68.8%, no bigger
than what is explained by & alone.® Moreover, the household decision rule variable remains
the largest and by far the most significant regressor. Its marginal effect on the probability

of choosing an ARM is unaffected.

4 Appendix 4.A provides more detail. We thank Nancy Wallace for graciously making these data available
to us.

5By pure chance, one would classify 50% of the contracts correctly.

SNote that the maximum likelihood estimation does not maximize correct classifications, so that adding
regressors does not necessarily increase correct classifications.
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The rest of the paper is devoted to understanding why the simple decision rule works.
We argue that it is a good proxy for the bond risk premium. The next section develops
a rational model of mortgage choice that links time variation in the bond risk premium to
time variation in the ARM share. While households might not have the required financial
sophistication to solve complex investment problems (Campbell (2006)), the near-optimality
of the simple decision rule suggests that close-to-rational mortgage decision making may well

be within reach.”

The bond risk premium is not to be confused with the yield spread, which is the difference
between the current long yield and the current short yield. To illustrate this distinction, the
household decision rule in Figure 4.1 has a correlation of -25% with the 5-1 year yield spread.
While k had a correlation with the ARM share of 81%, the correlation between the yield
spread and the aggregate ARM share is -6% over the same sample. This correlation is
indicated by the solid line in the left panel of Figure 4.2. The correlation with the mortgage
rate spread, indicated by the solid line in the right panel, is somewhat higher at 33%.
However, it remains substantially below the 81% of the simple rule with mortgage rates.
The long yield also has a much lower correlation with the ARM share than the household
decision rule (dashed lines). The second role of the model is to help clarify the distinction

between the bond risk premium and the yield spread or long yield.

4.3 Model with Time-Varying Bond Risk Premia

Various term structure variables have been suggested in the literature to predict aggregate
mortgage choice, such as the yield spread and yields of various maturities.® The question
of which term structure variable is the best predictor of individual and aggregate mortgage
choice motivates us to set up a model that explores this link. Rather than developing
a full-fledged life-cycle model, we study a tractable two-period model that allows us to
focus solely on the role of time variation in bond risk premia. This extension of Campbell
(2006) is motivated by the empirical evidence pointing to the failure of the expectations
hypothesis in US post-war data.” We first explore an individual household’s choice between
a fixed-rate mortgage (FRM) and an adjustable-rate mortgage (ARM) (Sections 4.3.1-4.3.4).

Subsequently, we aggregate mortgage choices across households to link the term structure

"One branch of the real estate finance literature documents slow prepayment behavior (e.g., Schwartz
and Torous (1989)). Brunnermeier and Julliard (2006) study the effect of money illusion on house prices,
and Gabaix, Krishnamurthy, and Vigneron (2006) study limits to arbitrage in mortgage-backed securities
markets.

8For instance, Berkovec, Kogut, and Nothaft (2001), Campbell and Cocco (2003), and Vickery (2006).

9Fama and French (1989), Campbell and Shiller (1991), Dai and Singleton (2002), Buraschi and Jiltsov
(2005), Ang and Piazzesi (2003), Cochrane and Piazzesi (2005), and Ang, Bekaert, and Wei (2006), among
others, document and study time variation in bond risk premia.
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dynamics to the ARM share (Section 4.3.6). The model sheds light on the difference between
the bond risk premium, the yield spread, and the long yield in Section 4.3.5. Finally, Section

4.3.7 discusses extensions of the model and the relationship with the literature.

4.3.1 Setup

We consider a continuum of households on the unit interval, indexed by j. Households
are identical, except in their attitudes toward risk parameterized by v;. The cumulative
distribution function of risk aversion coefficients is denoted by F(7).

At time 0, households purchase a house and use a mortgage to finance it. The house has a
nominal value H} at time ¢. For simplicity, the loan is non-amortizing. We assume a loan-to-
value ratio equal to 100%, so that the mortgage balance is given by B = Hg. The investment
horizon and the maturity of the mortgage contract equal 2 periods. Interest payments on
the mortgage are made at times 1 and 2. At time ¢t = 2, the household sells the house at a
price H$ and pays down the mortgage. The household chooses to finance the house using
either an ARM or an FRM, with associated nominal interest rates ¢', i € {ARM, FRM}.

In each period, the household receives nominal income L.

We postulate that the household is borrowing constrained: In each period, she consumes
what is left over from the income she receives after making the mortgage payment (equa-
tion (4.2)). Because the constrained household cannot invest in the bond market, she cannot
undo the position taken in the mortgage market. Terminal consumption equals income after
the mortgage payment plus the difference between the value of the house and the mortgage

balance (equation (4.3)).

Each household maximizes lifetime utility over real consumption streams {C/II}, where
IT is the price index and IIy = 1. Preferences in (4.1) are of the CARA type with risk
aversion parameter 7;, except for a log transformation. The subjective time discount factor

is exp(—/3)."° The maximization problem of household j reads:

max — log <E0 [eiﬁfw%]) — log <E0 [efwﬂj%]) (4.1)
ie{ARM,FRM}

st. Oy = L¥—¢'B, (4.2)

Cy, = L—¢B+ HS— B. (4.3)

0This log transformation is reminiscent of an Epstein and Zin (1989) aggregator which introduces a small
preference for early resolution of uncertainty (see also Van Nieuwerburgh and Veldkamp (2006)). While this
modification is solely made for analytical convenience, it implies that § does not affect mortgage choice. In
Section 4.6.2, we investigate the role of the subjective discount rate in a calibrated, multi-period model with
CRRA preferences. We show that the risk-return tradeoff which governs mortgage choice is unaffected for
conventional values of 3. The same conclusion holds when we introduce a realistic moving rate.
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We assume that real labor income, L, = L? /I, is stochastic and persistent:
Liwr = pur + pr (Lo — pr) + oretyr, e ~ N(0,1).

In addition, we assume that the real house value is constant and let H, = HS /II,.

4.3.2 Bond Pricing

The one-period nominal short rate at time ¢, yf(1), is the sum of the real rate, (1), and
expected inflation, x;:
Y (1) = ye(1) + 1. (4.4)

Denote the corresponding price of the one-period nominal bond by P#(1). Following Camp-

bell and Cocco (2003), we assume that realized inflation and expected inflation coincide:
41 = lOg HtJrl — lOg Ht = Ty, (45)

so that there is no unexpected inflation risk.!! To accommodate the persistence in the real

rate and expected inflation, we model both processes to be first-order autoregressive:

Yer1(1) = pry + py (we(1) — py) + 0y5%+1>

Tip1 = fo+ Po (Tr — o) + O2E¢41-

Their innovations are jointly Gaussian with correlation matrix R:

y
€11 ~ N 0 ’ T pay :N(ngl,R).
€41 0 Pzy 1

We assume that labor income risk is uncorrelated with real rate and expected inflation

innovations.

This structure delivers a familiar conditionally Gaussian term structure model. The
important innovation in this model relative to the literature on mortgage choice is that the

market prices of risk \; are time-varying. The nominal pricing kernel M* takes the form:

1
log My =~y (1) — iAQR)\t — Ni€tr1,

HBrennan and Xia (2002) show that the utility costs induced by incompleteness of the financial market
due to unexpected inflation are small. In a previous version of this paper, we have done a numerical, multi-
period mortgage choice analysis. We found that unexpected inflation risk did not affect the household’s
risk-return tradeoff in any meaningful way.
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with ;41 = [S?H,gf“]/ and A, = [N, A7]". If we were to restrict the prices of risk to be
affine, our model would fall in the class of affine term structure models (see Dai and Singleton

(2000)), but no such restriction is necessary.

The no-arbitrage price of a two-period zero-coupon bond is:

o252 — E, [Mt%Mt&iz} _ e—yg(l)_Eo(y§(1))+AgRa+§(,/Ra’
with ¢ = [ay,am]'. This equation implies that the long rate equals the average expected
future short rate plus a time-varying nominal bond risk premium ¢*:

yo(1) +Eo (57(1))  NRo 1 v (1) +Eo (yi(1))

_ 4 —
2 5 0 M 2

u(2) = +65(2). (4.6)

The long-term nominal bond risk premium gb%(?) contains the market price of risk \g and

absorbs the Jensen correction term.

4.3.3 Mortgage Pricing

A competitive fringe of mortgage lenders prices ARM and FRM contracts to maximize profit,
taking as given the term structure of Treasury interest rates generated by M?$.

Denote the ARM rate at time t by ¢ ™. This is the rate applied to the mortgage
payment due in period t + 1. In each period, the zero-profit condition for the ARM rate
satisfies:

B=E, [M}, (¢"™ +1) B] = (¢™ +1) BP}(1).

This implies that the ARM rate is equal to the one-period nominal short rate, up to an
approximation:
™M =PI (1) = 1=y (D).

Similarly, the zero-profit condition for the FRM contract stipulates that the present

discounted value of the FRM payments must equal the initial loan balance:
B =Ey [M{¢{"™ B + M{ M§q{™ B + M{ M B] = ¢/ ™ P§(1)B + [¢{ ™ + 1] P}(2)B.

Per definition, the nominal interest rate on the FRM is fixed for the duration of the contract.
We abstract from the prepayment option for now, but examine its role in Section 4.6.1. The

FRM rate, which is a two-period coupon-bearing bond yield, is then equal to:

ey 1-P82) 2y5(2)
DT RO R 2- g - 2082)

~ y5(2).
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The FRM rate is approximately equal to the two-period nominal bond rate.

Our setup embeds two assumptions that merit discussion. The first assumption is that the
stochastic discount factor M?® that prices the term structure of interest rates is different from
the inter-temporal marginal rate of substitution of the households in section 4.3.1. Without
this assumption, mortgage choice would be indeterminate.'? The second assumption is that
we price mortgages as derivatives contracts on the Treasury yield curve. Hence, the same
sources that drive time variation in the Treasury yield curve will govern time variation in

mortgage rates.

4.3.4 A Household’s Mortgage Choice

We now derive the optimal mortgage choice for the household of Section 4.3.1. The crucial
difference between an FRM investor and an ARM investor is that the former knows the value
of all nominal mortgage payments at time 0, while the latter knows the value of the nominal
payments only one period in advance. The risk-averse investor trades off lower expected
payments on the ARM against higher variability of the payments. Appendix 4.B computes
the life-time utility under the ARM and the FRM contract. It shows that household j prefers
the ARM contract over the FRM contract if and only if

g RM _ gARM | (qé?RM _ K, [qfoMD o~ Eolar] o

%Be‘xo_mo[m |:O',RU + (Eo [¢™] + 1)2 o2 — 2 (Eo [¢f"™] +1) (amegRa)]

_%Be—mo—ﬂlo[m] (quM + 1)2 O'i. (47)

The left-hand side measures the difference in expected payments on the FRM and the ARM.
All else equal, a household prefers an ARM when the expected payments on the FRM are
higher than those on the ARM. Appendix 4.B shows that the difference between the expected
mortgage payments on the FRM and ARM contracts approximately equals the two-period
bond risk premium ¢$(2). This leads to the main empirical prediction of the model: the

ARM contract becomes more attractive in periods in which the bond risk premium is high.

The right-hand side of (4.7) measures the risk in the payments, where we recall that -,

controls risk aversion. The first line arises from the variability of the ARM payments, the

12Any equilibrium model of the mortgage market requires a second group of unconstrained investors.
Time variation in risk premia could then arise from time-varying risk-sharing opportunities between the
constrained and the unconstrained agents, as in Lustig and Van Nieuwerburgh (2006). In their model,
the unconstrained agents price the assets at each date and state. Such an environment justifies taking bond
prices as given when studying the problem of the constrained investors. Lustig and Van Nieuwerburgh (2006)
consider agents with (identical) CRRA preferences. In numerical work, presented in Appendix 4.D, we verify
that the same risk-return tradeoff that the constrained households face also hold for CRRA preferences. A
full-fledged equilibrium analysis of the mortgage market is beyond the scope of the current paper.
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second line represents the variability of the FRM payments. All else equal, a risk-averse
household prefers the ARM when the payments on the ARM are less variable than those on
the FRM. The risk in the FRM contract is inflation risk (02). The balance and the interest
payments erode with inflation. The risk in the ARM contract consists of three terms. ARMs
are risky because the nominal contract rate adjusts to the nominal short rate each period.
The variance of the nominal short rate is ¢’ Ro. The second term is expected inflation risk,
which enters in the same form as in the FRM contract. However, inflation risk is offset
by the third term which arises from the positive covariance between expected inflation and
the nominal short rate (0,e5,Ro). In low inflation states the mortgage balance erodes only
slowly, but the low nominal short rates and ARM payments provide a hedge. The appendix
shows that the risk in the ARM is approximately equal to the variability of the real rate
(07). In sum, the risk-return tradeoff of houschold j in (4.7), for some generic period ¢, can
be written concisely as:

#5(2) — %Ba}; + %Bag > 0. (4.8)

4.3.5 Yield Spread and Long Yield are Poor Proxies

We are the first to suggest the long-term bond risk premium as the determinant of household’s
mortgage choice. It is the risk premium that is earned on investing in a nominal long-term
bond and financing this investment by rolling over a short position in a nominal short-term
bond.!® It is important to emphasize that the long-term bond risk premium is markedly
different from both the yield spread and the long-term yield, both of which have been used

in the literature to predict mortgage choice.

Using equation (4.6), the difference between the long yield (on the two-period bond) and
the short yield (on the one-period bond) can be written as
Eo (yi(1) — (1)

w2 — (1) = ¢(2)+ 5 : (4.9)

The multi-period equivalent for some generic date ¢t and generic maturity 7 is

=000 = o)+ (B B 0] ). (110

In both expressions, the second term on the right introduces an errors-in-variables problem

when the yield spread is used as a proxy for the long-term bond risk premium gb%(?). This

13The strategy holds a 7-period bond until maturity and finances it by rolling over the 1-year bond for
7 periods. This definition is different from the one-period bond risk premium in which the long-term bond
is held for one period only. Cochrane and Piazzesi (2006) study various definitions of bond risk premia,
including ours.
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errors-in-variables problem turns out to be so severe that the yield spread has no predictive
power for mortgage choice. To understand this further, consider two stark cases. First,
in a homoscedastic world with zero risk premia (¢$(7) = 0), the yield spread equals the
difference between the average expected future short rates and the current short rate. Since
long-term bond rates are the average of current and expected future short rates, both the
FRM and the ARM investor face the same expected payment stream. The yield spread
is completely uninformative about mortgage choice. Second, in a world with constant risk
premia, variations in the yield spread capture variations in deviations between expected
future short rates and the current short rate. But again, these variations are priced into
both the ARM and the FRM contract. It is only the bond risk premium which affects the
mortgage choice for a risk-averse investor. The problem with the yield spread as a measure
of the relative desirability of the ARM contract is intuitive: The current short yield is not a
good measure for the expected payments on an ARM contract because the short rate exhibits

mean reversion which changes expected future payments.

The long yield suffers from a similar errors-in-variables problem:

Yo (1) + Eo (yi(1))
. .

u(2) = 65(2)+ (4.11)

where the second term on the right again introduces noise in the predictor of mortgage choice.
The problem with the long yield as a measure of the relative desirability of the ARM contract
is intuitive: it contains no information on the difference in expected payments between the
two contracts. In conclusion, our simple rational mortgage model suggests that both the

yield spread and the long-term yield are imperfect predictors of mortgage choice.

4.3.6 Aggregate Mortgage Choice

We aggregate the individual households’ mortgage choices to arrive at the ARM share. Define
the cutoff risk aversion coefficient that makes a household indifferent between the ARM and
FRM contract by:

L 200(2)
"B

Empirically, we find that (05 — ai) > 0, which guarantees a positive value for the cutoff ~;.
Households that are relatively risk tolerant, with v; < ~;, prefer the ARM contract. Because

F is the cumulative density function of the risk-aversion distribution, the ARM share is given
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The complementary fraction of (more risk-averse) households chooses the FRM. The location
parameter of the distribution of risk aversion determines the unconditional level of the ARM
share. The scale parameter of this distribution drives the sensitivity of aggregate mortgage
choice to changes in the bond risk premium. If risk preferences are highly dispersed, the ARM
share will be insensitive to changes in the bond risk premium. Conversely, if heterogeneity
across households is limited, small changes in the bond risk premium induce large shifts in the
ARM share. Hence, the model provides a mapping between the (reduced-form) coefficients
of a regression of the ARM share on a constant and the nominal bond risk premium and the

two structural parameters that govern the cross-sectional distribution of risk aversion.

4.3.7 Alternative Determinants of Mortgage Choice

Our stylized model of mortgage choice abstracts from several real-life features that are po-
tentially important. Several such features would be straightforward to add to our model,
for example stochastic real house prices, a temporary and a permanent component in labor
income, and a more general correlation structure between real rate and expected inflation
innovations on the one hand and labor income and house prices on the other hand. We could
also extend the model to allow for saving in one-period bonds. For realism, we would then
impose borrowing constraints along the lines of the life-cycle literature (Cocco, Gomes, and
Maenhout (2005)). The models of Campbell and Cocco (2003) and Van Hemert (2006) allow
for such features -and more- in the context of a life-cycle model. Campbell and Cocco (2003)
show that households with a large mortgage, risky labor income, high risk aversion, a high
cost of default, and a low probability of moving are more likely to prefer an FRM contract.
In both studies, bond risk premia are assumed to be constant. Our model’s sole purpose
is understand the link between the term structure of interest rates and both individual and
aggregate mortgage choice. We find that the long-term bond risk premium, and not the yield
spread or the long yield, is the key determinant of mortgage choice. This is the hypothesis

we test empirically in Section 4.4.

4.4 Empirical Results

The main task to render the theory testable is to measure the nominal bond risk premium.

The latter is the difference between the current nominal long interest rate and the average
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expected future nominal short rate (see (4.6)):
1 T
00 =4/ (1) = = D B [yl (1) (4.12)
j=1

The difficulty resides in measuring the second term on the right, average expected future

short rates.

4.4.1 Household Decision Rule

If we assume that households measure expected future short rates by forming simple averages

of past short rates, we arrive at the household decision rule x.(p; 7) of Section 4.2:

1 Tx12 1 p—1
$ ~ 3 _ - $
¢t (T> - yt (T> 12 X T ; p uZ:Oytu(]‘>
1221
= (1) - v . (12) = ky(p; 7). (4.13)
u=0

Equation (4.13) is a model of adaptive expectations that only requires knowledge of the
current long bond rate, a history of recent short rates (p months), and the ability to calculate
a simple average. The adaptive expectations scheme delivers a simple proxy r.(p; 7) for the
theoretical bond risk premium ¢ (7). Panel A of Figure 4.3 shows the 7 = 5- and 7 = 10-year
time series with a three year look-back, and computed off Treasury interest rates. The two

series have a correlation of 92%.4

Our main empirical exercise is to regress the ARM share on the nominal bond risk
premium. We lag the predictor variable for one month in order to study what changes in
this month’s risk premium imply for next month’s mortgage choice. In addition, the use
of lagged regressors mitigates potential endogeneity problems that would arise if mortgage
choice affected the term structure of interest rates.'® The first two rows of Table 4.2 shows

the slope coefficient, its Newey-West t-statistic using 12 lags, and the regression R? for these

1Since we consider look-back periods of up to 5 years, we loose the first 5 years of observations, and the
series start in 1989.12. This is the same sample as used in Figures 4.1 and 4.2. We do not extend the sample
before 1985.1 for two reasons. First, the interest rates in the early 1980s were dramatically different from
those in the period we analyze. As such, we do not consider it to be plausible that households use adaptive
expectations and data from the “Volcker regime” to form x in the first years of our sample. A second and
related reason is that Butler, Grullon, and Weston (2006) argue that there is a structural break in bond risk
premia in the early 1980s. To avoid any spurious results due to structural breaks, we restrict attention to
the period 1985.1-2006.6.

15 As a robustness check, we have tested for Granger causality. First, we regress the ARM share on its own
lag and the lagged bond risk premium; the lagged bond risk premium is statistically significant. Second, we
regress the bond risk premium on its lag and the lagged ARM share; the lagged ARM share is statistically
insignificant. Therefore, the bond risk premium Granges causes the ARM share, but the reverse is not true.
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regressions. Throughout the table, the regressors are normalized by their standard deviation
for ease of interpretation. They reinforce the point made in Section 4.2 that the household
decision rule is a highly significant predictor of the ARM share. The 5-year (10-year) bond
risk premium proxy has a t-statistic of 7.1 (7.5) and explains 71% (68%) of the variation
in the ARM share. A one-standard deviation increase in the risk premium increases the
ARM share by 7-8 percentage points. This is a large effect since the average ARM share is
28.7%. Intuitively, an FRM holder has to pay the bond risk premium. An increase in the
risk premium increases the expected payments on the FRM relative to the ARM, and makes
the ARM more attractive.

4.4.2 Forward-Looking Measures

The household decision rule is a proxy for the theoretical bond risk premium when an
adaptive expectations scheme is used to form the conditional expectation in equation (4.12).
From an academic point of view, there are more conventional ways of measuring average
expected future short rates. We study two below: one based on forecasters’ expectations

and one based on a VAR model.

Forecaster Data

Our forecaster data come from Blue Chip Economic Indicators. Twice per year (March and
October), a panel of around 40 forecasters predict the average three-month T-bill rate for
the next calendar year, and each of the following four calendar years. They also forecast the
average T-bill rate over the ensuing five years. We average the consensus forecast data over
the first five, or all ten, years to construct the expected future nominal short rate in (4.12).
This delivers a semi-annual time series from 1985 until 2006 for 7 = 5 and one for 7 = 10.
We use linear interpolation of the forecasts to construct monthly series.'® Combining the
5-year (10-year) T-bond yield with the 5-year (10-year) expected future short rate from Blue
Chip delivers the 5-year (10-year) nominal bond risk premium. Panel B of Figure 4.3 shows
the 5-year (solid line) and 10-year time series (dashed line); they have a correlation of 94%.
We then regress the ARM share on the nominal bond risk premium. The 5-year bond risk
premium is a highly significant predictor of the ARM share (Row 3). It has a t-statistic of
3.9, and explains 40% of the variation in the ARM share. A one-standard deviation, or one
percentage point, increase in the nominal bond risk premium increases the ARM share by
8.6 percentage points. The results with the 10-year risk premium (Row 4) are comparable.

The coefficient has a similar magnitude, a t-statistic of 4.2, and an R? of 43%.

16The correlations with the ARM share are similar using either semi-annual or monthly data.



4.4. Empirical Results 155

VAR Model

A second way to form the forward-looking conditional expectation in equation (4.12) is to
use a vector auto-regressive (VAR) term structure model, as in Ang and Piazzesi (2003).
The state vector Y contains the 1-year (yf(1)), the 5-year (y£(5)), and the 10-year nominal
yields (y$(10)), as well as realized 1-year log inflation (7, = logIl, — logIl, ;). We start
the estimation in 1985, near the end of the Volcker period. Our stationary, one-regime
model would be unfit to estimate the entire post-war history (see Ang and Bekaert (2005)
and Fama (2006)). Estimating the model at monthly frequency gives us a sufficiently many
observations (258 months). The VAR(1) structure with the 12-month lag on the right-hand
side is parsimonious and delivers plausible long-term expectations.!” We use the letter u to
denote time in months, while ¢ continues to denote time in years. The law of motion for the

state is
Y12 = p+TY, + nys1e, with nyp10 | Z, ~ D(0, %), (4.14)

with Z, representing the information at time u. The VAR structure immediately delivers

average expected future nominal short rates:

1 T 1 T 7j—1 . N
~E, Z;yuﬂm(j_l))(l)] = ;e’lzl{<21“ 1>M+F] 1Yu}. (4.15)
J= J= 1=

Together with the nominal long yield, this delivers our VAR-based measure of the nominal
bond risk premium. Panel C of Figure 4.3 shows the 5-year and 10-year time series; they

have a correlation of 96%.

Rows 5 and 6 of Table 4.2 show the ARM regression results using the VAR-based 5-
year and 10-year bond risk premium. Again, both bond risk premia are highly significant
predictors of the ARM share. The t-statistics are 4.2 and 3.9. They explain 32% and 35%
of the variation in the ARM share, respectively.!® The economic magnitude of the slope
coefficient is again very close to the one obtained from forecasters and to the one estimated
from the household decision rule: In all three cases, a one-standard deviation increase in the

risk premium increases the ARM share by about 8 percentage points.

17As a robustness check, we considered a VAR(2) model and estimated the model on the basis of quarterly
instead of monthly data. The results become even somewhat stronger for a second-order VAR model and
we found similar results for quarterly data as for monthly data.

18We have also considered and estimated a VAR model with heteroscedastic innovations. In such a model,
time variation in the volatility of expected inflation and expected real rates delivers two additional channels
for variation in mortgage choice. While both conditional volatilities entered with the predicted sign in the
regression, neither was statistically significant. Together, these terms added little explanatory power above
the nominal bond risk premium.
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The analysis in Section 4.3.6 allows us to interpret the 28% average ARM share and
the 8% sensitivity of the ARM share to the bond risk premium in terms of the structural
parameters of the model, more precisely the location and scale parameters of the cross-
sectional risk aversion distribution. We assume a normal distribution for log(y) and estimate
a mean of 5.0 and a standard deviation of 2.9. The implied median level of risk aversion is

155. Appendix 4.D.4 describes the inference procedure in detail.

In sum, the forward-looking measures and the household rule of thumb deliver quantita-
tively similar sensitivities of the ARM share to the bond risk premium. This suggests that
choosing the “right mortgage at the right time” may require less “financial sophistication”
of households than previously thought. As evidenced by the higher R? in Rows 1 and 2 com-
pared to Rows 3 to 6, the household decision rule turns out to be the strongest predictor.
If the adaptive expectations scheme accurately describes households’ behavior, we would
expect it to explain more of the variation in households’ mortgage choice. We discuss the
differential performance of the backward- and forward-looking measures further in Section
4.5.

4.4.3 Alternative Interest Rate Measures

The household decision rule has the appealing feature that it nests two commonly-used
predictors of mortgage choice as special cases. First, when p = 1, we recover the yield

spread:
re(Lim) = 4 (1) = 4 (1)

The yield spread is the optimal predictor of mortgage choice in our model only if the condi-
tional expectation of future short rates equals the current short rate. This is the case only
when short rates follow a random walk. Second, when p — oo, then r;(p;T") converges to
the long-term yield in excess of the unconditional expectation of the short rate:

Tim r(p; T) = 7 (T) — B [5;(12)] (4.16)
by the law of large numbers.!® Because the second term is constant, all variation in financial

incentives to choose a particular mortgage originates from variation in the long-term yield.

This rule is optimal when short rates are constant.

For all cases in between the two extremes, the simple model of adaptive expectations
puts some positive and finite weight on average recent short-term yields to form conditional

expectations. As Section 4.3.5 argued, this is why both the yield spread and the long yield

19This requires a stationarity assumption on the short rates.
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suffer from an errors-in-variables problem in the ARM share regressions. To understand
this problem, consider the VAR model estimates. They show that the two terms on the
right-hand side of (4.10) are negatively correlated (-.57 for 5-year and -.54 for 10-year yield).
One reason why the correlation between the nominal bond risk premium and the difference
between expected future short rates and the current short rate is negative is the following.
When expected inflation is high, the inflation risk premium -and hence the nominal bond
risk premium- tends to be high. But at the same time, expected future short rates are below
the current short rate because inflation is expected to revert back to its long-term mean.
This negative correlation makes the yield spread a very noisy proxy for the nominal bond
risk premium, and is responsible for the low R? in the regression of the ARM share on the
yield spread. Indeed, Rows 7 and 8 of Table 4.2 confirm that the lagged yield spread explains
less than 1% of the variation in the ARM share in the full sample (1985.1-2006.6). The weak
case for the yield spread is also evident in the loan-level data. The second panel of Table 4.1
shows that the yield spread carries a much smaller (normalized) coefficient than the bond
risk premium in the top panel, has a much lower t-statistic, and helps classify a lot fewer

individual loans correctly.

The long yield suffers from a similar errors-in-variables problem. However, the two terms
on the right-hand side of equation (4.11) are positively correlated (.58 for 5-year and .66 for
10-year yield, based on VAR estimation), making the problem less severe. Rows 9 and 10
of Table 4.2 show that the long yield explains 37-39% of the ARM share, with a sensitivity
coefficient of around 8.5%. The loan-level analysis in the third panel of Table 4.1 shows that
the long yield enters the probit regressions with the wrong sign, substantially reducing the

appeal of the long yield as a mortgage choice predictor.

An alternative source of interest rate data comes from the mortgage market. We use the
1-year ARM rate as our measure of the short rate and the 30-year FRM rate as our measure
of the long rate (see Appendix 4.A). The household decision rule based on mortgage rate
data works well. The regression results in Row 11 are for a two-year look-back period, the
horizon that maximizes the correlation with the ARM share in the right panel of Figure 4.2,
and deliver an R? of 60%. The point estimate of 7.3 is similar to the one from the decision
rule based on Treasury rates in Row 1. Row 12 shows similar results for a three-year look-
back period. As we did for Treasury yields, we also regress the ARM share on the slope
of the yield curve (30-year FRM rate minus 1-year ARM rate) and the long yield (30-year
FRM rate). Row 13 shows that the FRM-ARM spread has lower explanatory power than
the household decision rule, but much higher explanatory power than the Treasury yield

spread. This improvement occurs only because the FRM-ARM spread contains additional
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information that is not in the Treasury yield spread.?’ The explanatory power of the FRM
rate is similar to that of the long Treasury yield (Row 15 and right panel of Figure 4.2).

The rule-of-thumb that we introduce in Section 4.2 is motivated by the theoretical model
in Section 4.3 and provides a way to compute the expectations of future short rates in (4.12).
We investigate two additional interest rate-based variables which implement alternative,
more ad-hoc, rules-of-thumb. The first rule takes the current FRM rate minus the three-
year moving average of FRM rate (row 16 of Table 4.2). The second rule does the same, but
for the ARM rate (row 17). The first rule captures the idea behind the popular investment
advice of “locking in a low long-term rate while you can”. The slope coefficients in the
FRM and ARM rule are smaller than what we find for the bond risk premium (6.0 and 3.1)
and less precisely measured (t-statistics of 3.7 and 2.4). The R? in the two regressions are
22% and 6%, respectively. Both alternative rules perform much worse than the household

decision rule of Section 4.4.1, which is guided by theory.

4.5 The Recent Episode and the Inflation Risk Pre-
mium

The previous sections showed that all three estimates of the theoretical bond risk premium
are positively and significantly related to the FRM-ARM choice. In this section, we investi-
gate the difference between the household decision rule, which shows the strongest relation-
ship and is based on adaptive expectations, and the forecasters- and VAR-based measures,
which show a somewhat weaker relationship and are based on forward-looking expectations.
Figure 4.4 shows that this difference in performance is especially pronounced after 2004. The
figure displays the 10-year rolling-window correlation for each of the three measures with the
ARM share. While the rule-of-thumb measure has a stable correlation across sub-samples,
the performance of the forecasters-based measure as well as the VAR-based measure drop

off steeply around 2004.

The reason for this failure is that the ARM share increased substantially between June
2003 and December 2004 with no commensurate increase in the Blue Chip or VAR risk
premia measures. A similarly steep drop-off in correlation occurs for the long yield and
for the FRM-ARM rate differential, both of which also performed well in the full sample.

20The correlation between the FRM-ARM spread and the 10-1-year government bond yield spread is only
32%. This spread also captures the value of the prepayment option, as well as the lenders’ profit margin
differential on the FRM and ARM contracts. To get at this additional information, we orthogonalize the
FRM-ARM spread to the 10-1 yield spread, and regress the ARM share on the orthogonal component (Row
14). For the full sample, we find a strongly significant effect on the ARM share. Partially this is due to
the fact that this orthogonal spread component has a correlation of 60% with the fee differential between an
FRM and an ARM contract. It only has a correlation of 16% with the rule-of-thumb risk premium.
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We explore two possible explanations for why the ARM share was high in 2004 when the

forward-looking bond risk premia were low.

4.5.1 Product Innovation in the ARM Segment

A first potential explanation for the increase in the ARM share between June 2003 and
December 2004 is product innovation in the ARM segment of the mortgage markets. An
important development was the increased popularity of hybrid mortgages: adjustable-rate
mortgages with an initial fixed-rate period.?! Figure 4.E shows our benchmark measure of
the ARM share (solid line) alongside a measure of the ARM share that excludes all hybrid
contracts with initial fixed-rate period longer than three years. We label this measure m .
A substantial fraction of the increase in the ARM share in 2003-05 was due to the rise of
hybrids. Under this hypothesis the ARM share went up despite the low bond risk premium
because new types of ARM mortgage contracts became available that unlocked the dream

of home ownership.??

To test this hypothesis, we recompute the rolling correlations for m , which excludes
the hybrids. The correlation with the forecasters-based measure over the last 10-year window
improves from 23% to 48%. The correlation over the longest available sample (since 1992)
improves from 44% to 67%. In sum, the recently increased prevalence of the hybrids is part

of the explanation. However, it cannot account for the entire story.

4.5.2 Forecast Errors

A second potential explanation is that the forecasters made substantial errors in their pre-
dictions of future short rates in recent times. We recall that nominal short rates came down
substantially from 6% in 2000 to 1% in June 2003. Our Blue Chip data show that forecast-
ers expected short rates to increase substantially from their 1% level in June 2003. Instead,
nominal short rates increased only moderately to 2.2% by December 2004. Forecasters sub-
stantially over-estimated future short rates starting in the 2003.6-2004.12 period. As a result,
the Blue Chip measure of bond risk premia is too low in that episode, and underestimates
the desirability of ARMs.

Forecast errors in nominal rates translate in forecast errors for real rates. This is in

particular the case when inflation is relatively stable and therefore easier to forecast. Figure

2IStarting in 1992, we know the decomposition of the ARM by initial fixed-rate period. We are grateful
to James Vickery for making these detailed data available to us.

22In addition to the hybrid segment, the sub-prime market segment, which predominantly offers ARM
contracts, also grew strongly over that period. However, our ARM sample does not contain this market
segment.
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4.E shows that the Blue Chip consensus forecast for the average real short rate over the next
two years shows large disparities with its realized counterpart. We calculate the average
expected future real short rate as the difference between the Blue Chip consensus average
expected future nominal short rate and the Blue Chip consensus average expected future
inflation rate. We calculate the realized real rate as the difference between the realized
nominal rate and expected inflation, which we measure as the one-quarter ahead inflation
forecast. The realized average future real short rates are calculated from the realized real
rates. Finally, the forecast errors are scaled by the nominal short rate to obtain relative
forecasting errors. The figure shows huge forecast errors in the 2000-2003 period, relative to
the earlier period. The forecast errors are on the order of 1.25 percentage point per year,
about 50-75% of the value of the nominal short rate. These large forecast errors motivate

the use of the inflation risk premium, as explained below.

A similar problem arises with the VAR-based bond risk premium. The VAR system
also fails to pick up the declining short rates in the 2000-2004 period. It therefore also

over-predicts the short rate and underestimates the desirability of ARM contracts.

Filtering Out Forecast Errors Forecast errors in the real rate not only help us identify
the problem, they also offer the key to the solution. The nominal bond risk premium in the
model of Sections 4.3.1 and 4.3.2 contains compensation for both real rate risk and expected

inflation risk:
& (1) = ¢} (1) + 67 (7). (4.17)

Similar to the nominal risk premium in (4.12), the real rate risk premium, ¢y, is the difference

between the observed real long rate and the average expected future real short rate:
1 T
¢(T) = wulT) — ~ D By (1], (4.18)
j=1

where y;(7) is the real yield of a 7-month real bond at time ¢. Following Ang and Bekaert
(2005), we define the inflation premium at time ¢, ¢7, as the difference between long-term

nominal yields, long-term real yields, and long-term expected inflation:
1 (1) = 4 (1) = yolT) — (7). (4.19)
where long-term expected inflation is given by:
1
x4 (7) = ;Et log [Ty, — logILy] .

A key insight is that both the nominal long yield yf(7) and the real long yield y,(7)
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contain expected future real short rates. Thus, their difference does not. Therefore, their
difference zeroes out any forecast errors in expected future real short rates. Equation (4.19)
shows that the inflation-risk premium, ¢ (7), contains the difference between yf(7) — (1),
and therefore does not suffer from the forecast error problem.?® In short, one way to correct
the nominal bond risk premium for the forecast error is to only use the inflation risk premium

component.

Measuring the Inflation Risk Premium To implement equation (4.19), we need a
measure of long real yields and a measure of expected future inflation rates. Real yield
data are available as of January 1997 when the US Treasury introduced Treasury Inflation-
Protected Securities (TIPS). We omit the first six months when liquidity was low, and only
a b-year bond was trading. In what follows, we consider two empirical measures for expected
inflation. Our first measure for expected inflation is computed from the same semi-annual
Blue Chip long-range consensus forecast data we used for the nominal short rate, using the
same method, but using the series for the CPI forecast instead of the nominal short rate.?*
The inflation-risk premium is then obtained by subtracting the real long yield and long-term

expected inflation from the nominal long yield, as in (4.19).

Alternatively, we can use the VAR to form expected future inflation rates and thereby
the inflation risk premium. We start by constructing the 1-year expected inflation series as

a function of the state vector
2(1) = Eylma] =ejp+ ey, (4.20)

where e4 denotes the fourth unit vector. Next, we use the VAR structure to determine the

T-year expectations of the average inflation rate in terms of the state variables:

T 1 T j—1 .~ ‘_
Z;eﬁlYHjl = ¢} > { <ZF 1) 417 1Yt} . (4.21)
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With the long-term expected inflation from (4.21) in hand, we form the inflation risk premium
as the difference between the observed nominal yield, the observed real yield, and expected

inflation.

23The same Blue Chip forecast data, as well as data from the Survey of Professional Forecasters, indeed
show that inflation forecasts do not suffer from the same problem as nominal interest rate forecasts. This
is consistent with Ang and Bekaert (2005), who argue that inflation forecasts provide the best predictors of
future inflation among a wide set of alternatives.

24We have compared the inflation forecasts from Blue Chip with those from the Survey of Professional
Forecasters, the Livingston Survey, and the Michigan Survey, and found them to be very close. Ang,
Bekaert, and Wei (2006) argue that such survey data provides the best inflation forecasts among a wide
array of methods.
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Results Figure 4.E shows the inflation risk premium (dashed line) alongside the ARM
share (solid line). The inflation risk premium is based on Blue Chip forecast data. Between
March 2003 and March 2005 (closest survey dates), the inflation risk premium increased
by 1.2 percentage points, or two standard deviations. The nominal bond risk premium, in

contrast, only increased only by one standard deviation.

Over the period 1997.7-2006.6, the raw correlation between the ARM share and the 5-
year (10-year) inflation risk premium is 84% (82%) for the Blue Chip measure and 80%
(78%) for the VAR measure. Finally, we regress the ARM share on the 5-year and 10-year
inflation risk premium for the period 1997.7-2006.6. For the Blue Chip measure, we find a
point estimate of 6.95 (6.97) for the 5-year (10-year) inflation risk premium. The economic
effect is therefore comparable to what we find for the nominal bond risk premium (Section
4.4.2). The coefficient is measured precisely; the t-statistic is 8.0 (7.9). The 5-year (10-
year) inflation-risk premium alone explains 66% of the variation (67%) in the ARM share.
Likewise, for the VAR-based measure, we find a point estimate of 6.80 (6.40) for the 5-year
(10-year) inflation risk premium. The coefficient is measured precisely; the t-statistic equals
8.5 (6.8). The inflation risk premium alone explains 64% of the variation (56%) in the ARM
share. We conclude that the inflation risk premium has been a very strong determinant of
the ARM share in the last ten years.

In conclusion, at the end of the sample, the forward-looking expectations measures of
the bond risk premium suffered from large differences between realized average short rates,
and what forecasters or a VAR predicted for these same average short rates. The adaptive
expectations scheme of the household decision rule did not suffer from the same problem.
This explains why it performed much better in predicting the ARM share in the last part of
the sample. The inflation risk premium component of the bond risk premium successfully
purges that forecast error from the forward-looking bond risk premium measures. We showed
that it is a strong predictor of the ARM share in the 1997.7-2006.6 sample.

4.6 Extensions

In this section, we extend our results along several dimensions. First, we analyze the role
of the prepayment option. Second, we revisit the role of financial constraints for mortgage
choice. Third, we analyze the robustness of the statistical inference. Finally, we study the

role of liquidity in the TIPS market for our results.
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4.6.1 Prepayment Option

Sofar the analysis has ignored the prepayment option. In the US, an FRM contract typically
has an embedded option which allows the mortgage borrower to pay off the loan at will. We
show how the presence of the prepayment option affects mortgage choice within the utility

framework of Section 4.3.2°

FRM Rate With Prepayment A household prefers to prepay at time 1 if the utility
derived from the ARM contract exceeds that of the FRM contract. Prepayment entails no
costs, but this assumption is easy to relax in our framework. It then immediately follows

from comparing the time-1 value function that prepayment is optimal if and only if:

@ > i,
where the superscript P in ¢ ™7 indicates the FRM contract with prepayment. The FRM
rate with prepayment satisfies the following zero-profit condition. It stipulates that the

present value of mortgage payments the lender receives must equate the initial mortgage
balance B:

B = IE0 [MEQ(})?RMPB + [(qé“RJ\lP>inRJVI)M£$M2$Q1ARMB + ](qg‘R]MqufRJ\l)M£$M2$quMPB + M£$M2$B]
= GETMTRS (1) B+ [gf ™17+ 1] B (2) B — BEy [M]M§ max {gf ™F — 1"V, 0}]

where the last term represents the value of the embedded prepayment option held by the
household. I, denotes an indicator function that takes a value of one when x < y. This
option value satisfies:

1
By (M3 max {af ™17 — g, 01] = B (1 ™) | B (200 (0) — e P (1 0 (85)]
0

where ®(+) is the cumulative standard normal distribution, and the expressions for d; and
dy are provided in Appendix 4.C. The second step is an application of the Black and
Scholes (1973) formula and is spelled out in Appendix 4.C as well (See also Merton (1973)
and Jamshidian (1989)). The household has B (1 + ¢f ") European call options on a
two-period bond with expiration date ¢ = 1 (when it becomes a one-year bond with price
P3(1) = 1/(1+¢{**™M)), and with an exercise price of 1/(1+¢f#MF). Substituting the option

25We contribute to the large literature on rational prepayment models, e.g., Dunn and McConnell (1981),
Stanton and Wallace (1998), Longstaff (2005), and Pliska (2006), by adding time variation in risk premia.
Other studies consider reduced-form models that can accommodate slow prepayment (e.g., Schwartz and
Torous (1989), Stanton (1995), Boudoukh, Whitelaw, Richardson, and Stanton (1997), and Schwartz (2007)).
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value into the zero-profit condition we get:
B = (g5™" + @ (d2)) F5 (1) B+ [g5 ™" +1] F5 (2) B(1 = @ (d1)).

The mortgage balance equals the sum of (i) the (discounted) payments at time ¢ = 1, a
certain interest payment and a principal payment with risk-adjusted probability ® (ds), and
(ii) the (discounted) payments at time ¢ = 2, when both interest and principal payments are
received with risk-adjusted probability 1 —® (d;). The no-arbitrage rate ¢& ™7 on an FRM

with prepayment solves the fixed-point problem:

prap _ 1= (1= ®(dy)) P (2) — ® (dy) P (1)
1

QO )
Py (1) + (1@ (di)) F (2)
which cannot be solved for analytically as ¢/ "™ ? appears in d; and dy on the right-hand side.

For @ (dy) = ® (d2) = 1, prepayment is certain, and we retrieve the expression for the year-
one ARM rate, ¢5'#M. For ® (d;) = ® (dy) = 0, prepayment occurs with zero probability,

and we obtain the expression for the FRM without prepayment, gt .

This framework clarifies the relationship between time-varying bond risk premia and the
price of the prepayment option. The bond risk premium goes up when the price of interest
rate risk goes down. But a decrease in the price of interest rate risk makes prepayment
less likely under the risk-neutral distribution. This is because the risk-neutral distribution
shifts to the right and makes low interest rate states, where prepayment occurs, less likely.

Therefore, the price of the prepayment option is decreasing in the bond risk premium.

Reduced Sensitivity A fixed-rate mortgage without prepayment option is a coupon-
bearing nominal bond, issued by the borrower and held by the lender.?® An FRM with
prepayment option resembles a callable bond: the borrower has the right to prepay the
outstanding mortgage debt at any point in time. The price sensitivity of a callable bond to
interest rate shocks differs from that of a regular bond. This is illustrated in Figure 4.E. We
use the bond pricing setup of Section 4.3.2 and set y, = p, = 2%, p, = px = 0.5, pzy = 0,
o, = 0, = 2%, and \g = [~0.4,—0.4]". These values imply a two-period nominal bond
risk premium of ¢f (2) = 0.78%. We vary the short rate at time zero, y§ (1) = yo (1) + @0,
assuming yo(1) = zo. The callable bond can be called at time one with exercise price of
0.96 (per dollar face value). The non-callable bond price is decreasing and convex in the

nominal interest rate. The callable bond price is also decreasing in the nominal interest

26This analogy is exact for an interest-only mortgage. When the mortgage balance is paid off during the
contractual period (amortizing), the loan can be thought of as a portfolio of bonds with maturities equal
to the dates on which the down-payments occur. Acharya and Carpenter (2002) discuss the valuation of
callable, defaultable bonds.
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rate, but, the relationship becomes concave when the call option is in the money (“negative
convexity”). This means that the callable bond has positive, but diminished exposure to

nominal interest-rate risk.

Utility Implications of the Prepayment Option Next, we study how the prepayment
option affects the relationship between the bond risk premium and the ARM-FRM utility
differential. We use the same term-structure variables as in Figure 4.E, but vary the market
prices of risk \g. We maintain the assumption of equal prices of inflation risk and real interest
rate risk, and fix the initial real interest and inflation rate at their unconditional means, i.e.
Yo (1) = py and zg = p,. We assume the investor has a mortgage balance and house size
normalized to 1, constant real labor income of 0.41, and a risk aversion coefficient v = 10.
Figure 4.E plots the difference between the lifetime utility from the ARM contract and the
lifetime utility from the FRM contract. The solid line depicts the case without prepayment
option; the dashed line plots the utility difference when the FRM has the prepayment option.
No approximations are used for this exercise. The utility difference is increasing in the bond
risk premium, both with and without prepayment option. However, the sensitivity of the
utility difference to changes in the bond risk premium is somewhat reduced in presence of
a prepayment option. This is consistent with the fact that a callable bond has diminished
interest rate exposure and therefore contains a lower bond risk premium than a non-callable
bond. This shows that our main result, a positive relationship between the utility difference

of an ARM and an FRM contract and the nominal bond risk premium, goes through.

4.6.2 Financial Constraints

One alternative hypothesis is that there is a group of financially-constrained households
which postpones the purchase of a house until the ARM rate is sufficiently low to qualify for
a mortgage loan. Under this alternative hypothesis, the time series variation in the dollar
volume of ARMs would drive the variation in the ARM share, and the dollar volume in FRMs
would be relatively constant. Figure 4.10 plots the dollar volume of ARM and FRM mortgage
originations for the entire U.S. market, scaled by the overall size of the mortgage market.
The data are compiled by OFHEOQO. It shows that there are large year-on-year fluctuations in
both the ARM and the FRM market segment. This dispels the hypothesis that the variation
in the ARM share over the last 20 years is driven by fluctuations in participation in the
ARM segment.

Loan-level data provide arguably the best laboratory to test the importance of financial
constraints. As we showed in Section 4.2 and Table 4.1, loan balance, FICO score, and LTV
ratio were all significant predictors of the probability of choosing an ARM. However, they
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did not drive out the bond risk premium. Rather, the bond risk premium is economically
the stronger determinant of mortgage choice based on the size of its coefficient, its t-statistic,
and the number of correctly classified loans. The financial constraint variables did not add
any explanatory power. This is a powerful result given that the balance, FICO score, and

LTV ratio are cross-sectional variables, while the bond risk premium is a time series variable.

There is substantial cross-state variation in mortgage choice in the US. In 2006, the ARM
share was above 40% in California, but less than 10% in Connecticut. The loan-level data
set is large enough to investigate the relationship between the ARM share on the bond risk
premium state-by-state. Interestingly, the size of the probit coefficient on the bond risk
premium and its t-statistic are rather similar across states. So while the level of the ARM
share may be a function of financial constraint-type variables such as the median house price,
we find a strong positive covariation between the bond risk premium and the ARM share

for all states.?”

The importance of the yield spread as a predictor of mortgage choice also relates to
the role of financial constraints. Section 4.4.3 showed that the yield spread did not display
a strong co-movement with the ARM share. We argued that the yield spread not only
captures the bond risk premium, but also deviations of expected future short rates from
current short rates, causing the problem. However, when a household is perfectly impatient
and only cares about consumption in the current period (5 = 0), only the current period’s
differential between the long-term and the short-term interest rate matters. The same is true
if a household plans to move in the current year.?® The multi-period model of Appendix 4.D
allows us to investigate the quantitative role of the time discount factor and the moving rate
for mortgage choice. Our conclusions are that for conventional values of the time discount
factor or the moving rate, it is the bond risk premium which matters. Finally, we have
investigated the extent to which the yield spread affects mortgage choice in the data, over
and above the risk premium. In a multiple time series regression of the ARM share on the risk
premium and the yield spread, the latter was typically not significant. Its sign flips across
specifications, its t-statistic is low, and it does not contribute to the R? of the regression,
beyond the effect of the risk premium. In the loan-level data, adding the yield spread to
the probit regression with the bond risk premium, the loan balance, FICO score, LTV ratio,
and the regional dummies only strengthens the effect of the bond risk premium (Row 6 of

Table 4.1). While the yield spread is highly significant in this regression, it does not seem

2TWe also investigated the effect of the aggregate loan-to-value ratio, aggregate house price-income, and
house price-rent ratios on the ARM share, but found no relationship.

28Mobility in and of itself is an unlikely candidate to explain variation in the ARM share. Current
Population Survey data for 1948-2004 from the US Census show that the average annual (monthly) moving
rate is 18.1% (1.27%), and the out-of-county moving rate is 6.2% (1.16%). Moreover, these moving rates
show no systematic variation over time.
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to be the case that its explanatory power captures the effect of financial constraints. The
coefficients and significance level of the loan balance, FICO score, and LTV ratio are not
diminished. Put differently, adding the yield spread to the bond risk premium has stronger

effects than adding these three loan characteristics.

We conclude that, first, the bond risk premium is a powerful predictor of mortgage
choice in these loan-level data. Second, while measures of financial constraints certainly
enter significantly in these regressions, both their economic and statistical effect on mortgage

choice is smaller.

4.6.3 Persistence of Regressor

In contrast to the bond risk premium, most term structure variables do not explain much of
the variation in the ARM share (Table 4.2). This is especially true in the last ten years of our
sample, when the inflation risk premium has strong explanatory power (Section 4.5), but the
real yield or the FRM-ARM rate differential do not. This suggests that our results for the
risk premium are not simply an artifact of regressing a persistent regressand on a persistent
regressor, because many of the other term structure variables are at least as persistent.?”
To further investigate this issue, we conduct a block-bootstrap exercise, drawing 10,000
times with replacement 12-month blocks of innovations from an augmented VAR. The latter
consists of the four equations of the VAR of Section 4.4.2, and is augmented with an equation
for the ARM share. The ARM share equation is allowed to depend on the four lagged VAR
elements, as well as on its own lag. The lagged ARM share itself does not affect the VAR
elements. The bootstrap estimate recovers the point estimate (no bias), and it leads to a
confidence interval that is narrower (6.40) than the Newey-West confidence interval we use
in the main text (8.24), but wider than an OLS confidence interval (3.73). We conclude that

the Newey-West standard errors we report are conservative.

One further robustness check we performed is to regress quarterly changes in the ARM
share (between periods ¢ and ¢ + 3) on changes in the term structure variables of the bench-
mark regression specification (between periods ¢ — 1 and t). We continue to find a positive
and strongly significant effect of the risk premium on the ARM share (t-statistic around 5).
The effect of a change in the bond risk premium is similar to the one estimated from the
level regressions: a one percentage point increase in the bond risk premium leads to a 10
percentage point increase in the ARM share over the next quarter. The R? of the regression

in changes is obviously lower, but still substantial. For the 5-year (10-year) risk premium

29The ARM share itself is not that persistent. Its annual autocorrelation is 30%, compared to 76% for the
one-year nominal interest rate. An AR(1) at an annual frequency only explains 8.8% of the variation in the
ARM share.
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based on the VAR, it is 12% (18%), for the forecaster measure it is 25% (30%), and for the
rule-of-thumb it is 26% (27%).

4.6.4 Liquidity and the TIPS Market

The results in Section 4.5, which use the inflation risk premium, are based on TIPS data.
The TIPS markets suffered from liquidity problems during the first years of operation, which
may have introduced a liquidity premium in TIPS yields (see Shen and Corning (2001) and
Jarrow and Yildirim (2003)). A liquidity premium is likely to induce a downward bias in the
inflation risk premium. As long as this bias does not systematically covary with the ARM

share, it operates as an innocuous level effect and adds measurement error.

To rule out the possibility that our inflation risk premium results are driven by liquidity
premia, we use real yield data backed out from the term structure model of Ang and Bekaert
(2005) instead of the TIPS yields. We treat the real yields as observed, and use them
to construct the inflation risk premium.*® Since the Ang-Bekaert-Wei data are quarterly
(1985.1V-2004.1V), we construct the quarterly ARM share as the simple average of the three
monthly ARM share observations in that quarter. We then regress the quarterly ARM
share on the one-quarter lagged inflation and real rate risk premium. We find that both
components of the nominal bond risk premium, the inflation-risk premium, and the real
rate risk premium, enter with a positive sign. This is consistent with the theoretical model
developed in Section 4.3. Both coefficients are statistically significant: The Newey-West t-
statistic on the inflation risk premium is 3.90 and the t-statistic on the real rate risk premium

is 2.12. The regression R-squared is 53%.

As a final robustness check, we repeated our regressions using only TIPS data after
1999.1, after the initial period of illiquidity. We found very similar results to those based on
data starting in 1997.7. This suggests that liquidity problems in TIPS markets may have
affected the inflation-risk premium, but this does not significantly affect our results. We

conclude that our results are robust to using alternative real yield data.

4.7 Conclusion

We have shown that the time variation in the nominal risk premium on a long-term nominal
bond can explain a large fraction of the variation in the share of newly-originated mortgages
that are of the adjustable-rate type. Thinking of fixed-rate mortgages as a short position in
long-term bonds and adjustable-rate mortgages as rolling over a short position in short-term

bonds implies that fixed-rate mortgage holders are paying a nominal bond risk premium. The

30We thank Andrew Ang for making these data available to us.
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higher the bond risk premium, the more expensive the FRM, and the higher the ARM share.
Our results are consistent across three different methods of computing bond risk premia. We
used forecasters’ expectations, a VAR-model, and a simple adaptive expectation scheme, or
“household decision rule”. This last measure explains 70% of the variation in the ARM
share. Other term structure variables, such as the slope of the yield curve, have much lower

explanatory power for the ARM share.

For all three measures of the bond risk premium, a one standard deviation increase
leads to an eight percentage point increase in the ARM share. Studying these different risk
premium measures also reveals interesting differences. In the last ten years of our sample,
only the household decision rule continues to predict the ARM share. We track the poorer
performance of the forecasters-based measure down to large forecast errors in future short
rates. We show that these forecast errors are not present in the inflation risk premium
component of the bond risk premium. We use real yield data and inflation forecasts to
construct the inflation risk premium and show that it has strong predictive power for the
ARM share. This exercise lends further credibility to the bond risk premium as the relevant

term structure variable for mortgage choice.

In a previous version of the paper, we have also studied mortgage choice in the UK. Fixed
rate mortgages are a lot less prevalent in the UK than in the US, and only a recent addition
to the market. While the maturity choice may be somewhat less relevant, we still found a

similar positive covariation between the ARM share and the bond risk premium.

Taken together, our findings suggest that households may be making close-to-optimal
mortgage choice decisions. Capturing the relevant time variation in bond risk premia is
feasible by using a simple rule. This paper contributes to the growing household finance
literature (Campbell (2006)), which debates the extent to which households make rational
investment decisions. Given the importance of the house in the median household’s portfolio
and the prevalence of mortgages to finance the house, the problem of mortgage origination

deserves a prominent place in this debate.



170 Mortgage Timing

4.A Data

Aggregate Time Series Data for ARM Share Our baseline data series is from the Federal
Housing Financing Board. It is based on the Monthly Interest Rate Survey (MIRS), a survey sent out to
mortgage lenders. The monthly data start in 1985.1 and run until 2006.6, and we label this series { ARM;}.
Major lenders are asked to report the terms and conditions on all conventional, single-family, fully-amortizing,
purchase-money loans closed the last five working days of the month. The data thus excludes FHA-insured
and VA-guaranteed mortgages, refinancing loans, and balloon loans. The data for our last sample month,
June 2006, are based on 21,801 reported loans from 74 lenders, representing savings associations, mortgage
companies, commercial banks, and mutual savings banks. The data are weighted to reflect the shares of
mortgage lending by lender size and lender type as reported in the latest release of the Federal Reserve

Board’s Home Mortgage Disclosure Act data. They are available at http://wuw.fhfb.gov/Default.aspx.

These MIRS data include only new house purchases (for both newly-constructed homes and existing
homes), not refinancings. Freddie Mac publishes a monthly index of the share of refinancings in mortgage
originations. The average refi share over the 1987.1-2007.1 period is 39.3%. So, purchase-money loans
accounts for approximately 60% of the mortgage flow. The sample consists predominantly of conforming
loans, only a very small fraction is jumbo mortgages. The ARM share for jumbos in the MIRS sample is
much higher on average, but has a 70% correlation with the conforming loans in the sample. While the data
do not permit precise statements about the representativeness of the MIRS sample, its ARM share has a
correlation of 94% with the ARM share in the Inside Mortgage Finance data. The comparison is for annual
data between 1990 and 2006, the longest available sample. We thank Nancy Wallace for making the IMF

data available to us.

There is an alternative source of monthly ARM share data available from Freddie-Mac, based on the
Primary Mortgage Market Survey. This survey goes out to 125 lenders. The share is constructed based on
the dollar volume of conventional mortgage originations within the 1-unit Freddie Mac loan limit as reported
under the Home Mortgage Disclosure Act (HMDA) for 2004. Given that Freddie Mac also publishes the
aforementioned refinancing share of originations based on the same Primary Mortgage Market Survey, it
appears that this series includes not only purchase mortgages but also refinancings. This series is available

from 1995.1 and has a correlation with our benchmark measure of 90%.

Loan-level Mortgage Data We explore a new data set which contains information on 911,000 loans
from a large mortgage trustee for mortgage-backed security special purpose vehicles. It contains data from
many of the largest mortgage lenders such as Aames Capital, Bank of America, Citi Mortgage, Countrywide,
Indymac, Option One, Ownit, Wells Fargo, Washington Mutual. We use information on the loan type, the
loan origination year and month, the balance, the loan-to-value ratio, the FICO score, and the contract rate
at origination. We also have geographic information on the region of origination. We merge these data with
our bond risk premium and interest rate variables, with matching based on month of origination. While the

sample spans 1994-2007, 95% of mortgage contracts are originated between 2000 and 2005.

Treasury and Mortgage Yields and Inflation Monthly nominal yield data are obtained from
the Federal Reserve Bank of New York. They are available at http://www.federalreserve.gov/pubs/feds/2006.
We use the 1-year ARM rate as our measure of the short mortgage rate and the 30-year FRM rate as our
measure of the long-term mortgage rate. We use the effective rate data from the Federal Housing Financing

Board, Table 23. The effective rate adjusts the contractual rate for the discounted value of initial fees and
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charges. The FRM-ARM spreads with and without fees have a correlation of .998. The inflation rate is
based on the monthly Consumer Price Index for for all urban consumers from the Bureau of Labor Statistics.
The inflation data are available at http://www.bls.gov. Real yield data are available as of January 1997
when the US Treasury introduced Treasury Inflation-Protected Securities (TIPS). The real yield data are
available from McCulloch at http://www.econ.ohio-state.edu/jhm/ts/ts.html.

4.B Risk-Return Tradeoff

This appendix computes the expected utility from time-1 and time-2 consumption for each of the contracts.
We first compute the utility without log transformation, and only at the end, when comparing the two

mortgage contracts, reintroduce this log transformation.

Utility from time-1 consumption The (exponent of) utility from time-1 consumption on the
FRM contract is:
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For the ARM contract it is:
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Utility from time-2 consumption Under the FRM, the time-1 value of the time-2 utility equals:
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using the same argument as in the period-1 utility calculations.

Next, we calculate the time-0 utility of this time-2 utility:
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In these steps, we used:

Hg = Hleg"l, lee‘”",
By (L2) = pr+pr(Li—p) = pr+ pf, (Lo — pr) + prorey = Eo (L2) + proret,

e~ e Bo@) _ o=Bolm) 1) R (21)].

For the ARM contract, the time-1 value of the time-2 utility equals:
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Then for the time-0 value function, it holds:
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The last approximation assumes that ye=*0~Fo(@1) (5'¢)) 5,7 is zero (a shock times a shock). (o,ehRo) is
the covariance of = and 3®, where we defined ey = [0,1]. In the third line of the approximation, we use
g M = i (1).

Now we reintroduce the log transformation to the exponential preferences. Households prefer the ARM
if and only if the life-time utility of the ARM contract exceeds that of the FRM contract:
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This simplifies to:
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Simplifying Expressions The first term on the right-hand side of the inequality, i.e., the risk induced
by the ARM contract, can be rewritten as:
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which motivates the approximation in the third line. This in turn implies that the ARM contract primarily

in which we use that 20,0yp0.yEq [qf‘RM } and Eq [ ARM } 0' are an order of magnitude smaller than o

carries real rate risk, while, in contrast, the FRM contract carries only inflation risk. This is the risk-return

trade-off discussed in the main text.

Ignoring the e~ ®ol*1] inflation term, the left-hand side of above inequality is the difference in expected

nominal payments per dollar mortgage balance. We have:
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where we use the approximations of Section 4.3.3.

4.C Derivation of the Prepayment Option Formula
The value of the prepayment option is given by:
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We project the innovation to the pricing kernel on the innovation to the nominal short rate:
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where ®(-) is the standard normal cumulative distribution function. Using the definition of z*, we conclude

that the option value is given by:

Co(K) = P§(2)®(dy) — KP§(1)®(ds),
d = —log (K) — Eg [y (1)] + 0’Ro + 0'RXo
Vo'Ro :
_ log (P5(2) /K) +y5 (1) + 30'Ro
- o'Ro ’
d2 = di—Vo'Ro,

where the second line for d; uses the pricing formula of a two-period bond. Now using K = 1/ (1 + gt BMP )

and the fact that the investor has B (1 + gt BMP ) of these options, yields the value of the prepayment option:

BEg | M M5 max { (g5 ™17 — ¢/ ") ,0}] = B (1 +¢f ™7) Co (1/ (1 + ¢ ™'T)). (4.22)

4.D Multi-Period Model

In this appendix, we consider a more realistic, multi-period extension of the simple model in Section 4.3. It
has power utility preferences and features an exogenous moving probability. We use this model (i) to study
the role of the time discount factor and the moving rate, and (ii) to solve for the relationship between the

cross-sectional distribution over risk aversion parameters and the aggregate ARM share.

4.D.1 Setup

The household problem Household j chooses the mortgage contract, i € {FFRM, ARM}, to maxi-

mize expected lifetime utility over real consumption:

_ T (Ci)l—w

5=y ra-go 0 023
t=1 1- ’Y_]

Ci = L—g /I, forte{l,....T—1} (4.24)

Cr = 1+L—(1+d) /My (4.25)

where § is the (monthly) subjective discount rate, £ is the (monthly) exogenous moving rate, and ~; is
the coefficient of relative risk aversion. We consider constant real labor income L. We normalize the
nominal outstanding balance to one, which makes ¢! both the nominal mortgage rate and nominal mortgage

payment at time ¢ for contract i. This setup incorporates utility up until a move. The certainty-equivalent

t _ 1/(1=~;)
<UZ Zﬂ —9' ) : (4.26)

-V

consumption, C"*, is given by:

We are interested in the certainty-equivalent consumption differential CJARM — C’JF RM

Bond Pricing Following Koijen, Nijman, and Werker (2007a), we consider a continuous-time, two-

factor essentially affine term structure model. The factors X; = [Z14, th]/ are identified with the real rate
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and expected inflation, respectively. The model can be discretized exactly to a VAR(1)-model:
Zt :/J/+(I)Zt—1 +E€t, Et NN(0713><3), (427)

where the third element of the state is realized inflation, Zs; = logIl; — logII; 1. The 7—month bond price

at time t is exponentially affine in X;:
PS (1) =exp{A, + B.X;}, (4.28)

where A, = A(7/12) and B, = B(7/12), with A(-) and B (-) derived in Appendix A of Koijen, Nijman,
and Werker (2007a).

Mortgage Pricing At time t the lender of the FRM receives

g (1-9) T+ (1-9) g (4.29)

where (1 — E)t_l is the probability that loan has not been prepaid before time ¢ and (1 — E)t_1§ is the
probability it is prepaid at time ¢. Imposing a zero-profit condition, a mortgage contract of T" periods has
the following FRM rate:

g _ LN -9 e 0 - (1- 9" B (1)

4.30
o 1= R0+ (1= BT .

For the monthly ARM rate we have ¢2%M = P$ (1) —1.

4.D.2 Calibration

The term structure parameters are taken from Koijen, Nijman, and Werker (2007a). As is the case for the
VAR estimates in the main text, the correlation between the yield spread and the bond risk premium is low
in the model (-7%). Real labor income, L, is held constant at 0.42. To obtain a theoretically well-defined
problem we assume a minimum subsistence consumption level of 0.05/12 per month. The exogenous monthly
moving probability is is set at 1% per month ((1 — ¢ )12 —1=11.36% per year). We consider different values

for the coefficient of relative risk aversion, v, and the monthly subjective discount factor, j3.

4.D.3 Effect of the Subjective Discount Factor and Moving Rates

We generate N = 1000 starting values for the state vector at time zero, Zy, by simulating forward M = 60
months from the unconditional mean for the state vector (04.1) for each of the N paths. Next, we compute the
expected utility differential of the ARM and FRM contracts. Expected utilities are computed by averaging
realized utilities in K = 100 simulated paths (where the same shocks apply to all N = 1000 starting values).

Figure 4.E plots the R? of regressing the model’s certainty-equivalent consumption differential between
the ARM and FRM contracts on the model’s bond risk premium (solid line) or on the model’s yield spread
(dashed line). Each point corresponds to a different value of the annualized subjective time discount factor
B2, between 0.5 and 1. The coefficient of relative risk aversion is set at v+ = 5. For low values of the
subjective discount factor (5 < .70), the slope of the yield curve has a stronger relationship to the relative
desirability of the ARM. However, for more realistic and more conventional values of the subjective discount

factor, say between 0.9 and 1.0, the bond risk premium is the key determinant of mortgage choice. We
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have also experimented with an upward sloping labor income profile, as in Cocco, Gomes, and Maenhout
(2005), and found a similar cut-off rule. A similar result holds when we vary the moving rate instead of the
subjective time discount factor: below 10% per month, the risk premium is the more important predictor.

For empirically relevant moving rates below 2%, the risk premium is the only relevant predictor.

4.D.4 Heterogeneous Risk Aversion Level

For each month in our sample period we determine the level of risk aversion that makes an investor indifferent
between the ARM and the FRM. Starting values for the vector of state variables, Z, are from Koijen, Nijman,
and Werker (2007a). The utility differential of an ARM and an FRM is computed as described above. The
monthly subjective discount factor is set at 3 = 0.96'/2 ~ 0.9966. We assume a log-normal cross-sectional

distribution for the risk aversion level:
log () ~ N (pty, 0',2Y) , (4.31)

which implies that our model predicts the following ARM share:

ARMY log (47)s17.7) = o (PEDD =1 ) (432)
gl
where ® is the standard normal cumulative density function and where households with a risk aversion
smaller than the cutoff 7; choose the ARM. More conservative households choose the FRM.

We determine p., and o, by minimizing the squared prediction error over the sample period (1985:1-
2005:12) and estimate a location parameter ji, = 5.0 and a scale parameter ¢, = 2.9. The median level of
risk aversion implied by this distribution equals exp ({i,) = 155. Interestingly, regressing the actual ARM
share on the predicted ARM share yields a constant and slope coefficient of 0.03 and 0.90 respectively, which
are not significantly different from theoretical implied values of 0 and 1 respectively.

The cutoff log risk aversion level has a sample mean of .- = 3.37 and a sample standard deviation of
o4« = 0.73. The predicted increase in the ARM share from a one standard deviation increase in the log

indifference risk aversion level around its mean is given by:
ARMP" (p1y + 0.50+; fiy, 6) — ARMP™ (1 — 0503 iy, 6-,) = 8.6% (4.33)

This 8.6% is very close to the slope coefficient we reported in Table 4.2, Rows 3-6. In conclusion, the model
can explain the observed average 28% ARM share and the observed sensitivity of the ARM share to the
bond risk premium with a mean log risk aversion of 5 and a standard deviation of log risk aversion of 2.9.
We conjecture that these values would be lower in a model where labor income risk were negatively
correlated with the real rate. In that case, the ARM would be more risky because ARM payments would be
high when labor income is low. A lower risk aversion would be needed to choose the FRM. Put differently,

the (relatively low) observed ARM share could be justified with a lower mean risk aversion.
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4.E Tables and figures
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Figure 4.1: Household decision rule and the ARM share

The solid line corresponds to the ARM share in the US, and its values are depicted on the left axis. The
dashed line displays the household decision rule x:(3,5). It is computed as the difference between the 5-year
Treasury yield and the 3-year moving average of the 1-year Treasury yield. The time series is monthly from
1989.12 to 2006.6.
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Using Treasury Yields Using Mortgage Rates
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Figure 4.2: Correlation of the household decision rule and the ARM share for different look-
back horizons p

The figure plots the correlation of the household decision rule x:(p; 7) with the ARM share. The blue bars
correspond to p = 1, 2, 3, 4, and 5 years. The red line corresponds to the correlation between the 5-1
year yield spread (i.e., 7 = 5 and p = 1) and the ARM share. The red dashed line depicts the correlation
between the 5-year yield and the ARM share (i.e., 7 =5 and p = c0). The left panel uses Treasury yields as
yield variable (7 = 5), while the right panel uses the effective 1-year ARM and effective 30-year FRM rates
(r = FRM). The results are shown for the period 1989.12-2006.6, the longest sample for which all measures
are available.
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ke(3;5) 45(5) —4°(1) 4%(5) BAL FICO LTV Regional dummies | % correctly classified
0.43 No 69.4
[253]
-0.05  -0.05 0.17 Yes 61.7
[21] [28]  [100]
0.42 -0.01  -0.08 0.13 Yes 68.8
[244] [4] [45] [72]
0.06 No 59.8
[38]
0.09 -0.05  -0.06 0.19 Yes 62.1
[53] 23 [30] [106]
0.65 0.43 -0.00  -0.11  0.17 Yes 70.9
299] [206] R 58] [90]
-0.30 No 64.7
[171]
-0.33  -0.05 -0.09 0.20 Yes 66.6
[179]  [22] [46]  [110]
0.54 -0.47 -0.00 -0.15 0.16 Yes 71.6
290] 237 [ [7]  [80]

Table 4.1: Probit regressions of the ARM share in loan-level data
This table reports slope coefficients, robust t-statistics (in brackets), and R? statistics for probit regressions
of an ARM dummy on a constant and one or more regressors, reported in the first column. The regressors
are k(3,5), the household decision rule formed with a 5-year Treasury yield and a 3-year average of past
1-year Treasury yield data, the loan balance at origination (BAL), the loan’s credit score at origination
(FICO), the loan’s loan-to-value ratio (LTV), the long-term interest rate (5-year Treasury yield), and the
5-1 year Treasury yield spread. The seventh column indicates when we include four regional dummies for the
biggest mortgage markets (California, Florida, New York, and Texas). All independent variables have been
normalized by their standard deviation. The sample consists of 654,368 mortgage loans originated between

1994-2006.6.
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Panel A: Household Decision Rule
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Panel B: Forward-Looking: Blue Chip Data
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Panel C: Forward-Looking: VAR Model
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Figure 4.3: Three measures of the nominal bond risk premium

Each panel plots the 5-year and the 10-year nominal bond risk premium. The average expected future
nominal short rates that go into this calculation differ in each panel. In the top panel we use adaptive
expectations with a three-year look-back period. In the middle panel we use Blue Chip forecasters data. In
the bottom panel we use forecasts formed from a VAR model.
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slope  t-stat R?
1. Househ. Decis. Rule K(3,5) 7.88 7.08 71.23
2. K (3,10) 770 T.47 68.03
3. Blue Chip 3 (5) 8.63  3.91 40.25
4. $$(10) 8.89  4.22 42.62
5. VAR #¥(5) 773 4.16 32.21
6. $$(10) 8.07  3.91 35.13
7. Slope v (5) —yi(1) 0.46  0.21 0.11
8. y$(10) — y3(1) —0.66 —0.32  0.23
9. Long yield yi(5) 8.37  3.76 37.76
10. y$(10) 8.53  3.85 39.26
11. Mortgage rates ke(2, FRM) 7.26 9.37 60.40
12. ki (3, FRM) 6.28  4.99 45.28
13. y$(FRM) — y$ (ARM) 8.09  3.17 35.31
14. y$(FRM) — y$ (ARM) orth. 8.75  3.86 41.28
15. y$ (FRM) 781  3.71 32.87
16.  Other Rules-of-Thumb FRM rule 6.00 3.74 22.54
17. ARM rule 3.13 242 6.12

Table 4.2: The ARM share and the nominal bond risk premium

This table reports slope coefficients, Newey-West t-statistics (12 lags), and R? statistics for regressions of
the ARM share on a constant and the regressors reported in the first column. The regressors are the 7-year
nominal bond risk premium qbf(r), measured in three different ways. We consider 7 = 5 and 7 = 10 years.
The first measure is based on the household decision rule with a 3-year look-back period (rows 1-2). The
second measure is based on Blue Chip forecast data (rows 3 and 4) and the third measure is based on the
VAR (rows 5-6). Rows 7 and 8 show regressions of the ARM share on the 7-1-year yield spread y$ (1) —y$ (12).
Rows 9 and 10 use the 7-year nominal yield, yf (1), as predictor. Rows 11 and 12 use the household decision
rule computed using the effective 30-year FRM rate and the effective 1-year ARM rate, with a look-back
period of 2 years in Row 11 and three years in Row 12. Row 13 uses the difference between the FRM rate
y$(FRM) and the ARM rate yf (ARM), while row 15 uses y$ (F RM) as independent variable. Row 14 uses
the component of the FRM-ARM spread that is orthogonal to the 10-1 Treasury bond spread. Rows 16
and 17 consider two other rules-of-thumb. The FRM rule takes the current FRM rate minus the three-year
moving average of the FRM rate (row 16). The ARM rule in Row 17 does the same for the ARM rate. In
all rows, the regressor is lagged by one period, relative to the ARM share. All independent variables have
been normalized by their standard deviation. The sample is 1985.1-2006.6, except for rows 1 and 2 and 11
and 12, where we use 1989.12-2006.6, the sample for which the household decision rules are available.
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Figure 4.4: Rolling window correlations

The figure plots 10-year rolling window correlations of each of the three bond risk premium measures with
the ARM share. The top line is for the household decision rule (dotted), the middle line is for the measure
based on Blue Chip forecasters data (solid), and the bottom line is based on the VAR (dashed). The first
window is based on the 1985-1995 data sample.
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Figure 4.5: Product innovation in the mortgage market
The solid line plots our benchmark ARM share, which includes all hybrid mortgage contracts, between 1992.1

and 2006.6. The dashed line excludes all hybrids with an initial fixed-rate period of more than three years.
The data are from the Monthly Interest Rate Survey compiled by the Federal Housing Financing Board.
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Figure 4.6: Errors in predicting future real rates

The figure plots forecast errors in expected future real short rates. The forecast error is computed using
Blue Chip forecast data. The average expected future real short rate is calculated as the difference between
the Blue Chip consensus average expected future nominal short rate and the Blue Chip consensus average
expected future inflation rate. The realized real rate is computed as the difference between the realized
nominal rate and the realized expected inflation, which are measured as the one-quarter ahead inflation
forecast. The realized average future real short rates are calculated from the realized real rates. The forecast
errors are scaled by the nominal short rate to obtain relative forecasting errors. The forecast errors are based
on two-year ahead forecasts.
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Figure 4.7: The inflation risk premium and the ARM share

The figure plots the fraction of all mortgages that are of the adjustable-rate type against the left axis (solid
line), and the inflation risk premium (dashed line) against the right axis. The inflation risk premium is
computed as the difference between the 5-year nominal bond yield, the 5-year real bond yield and the
expected inflation. The real 5-year bond yield data are from McCulloch and start in January 1997. The
inflation expectation is the Blue Chip consensus average future inflation rate over the next 5 years.



4.E. Tables and figures 187

0.97 T
—— Non-Callable bond
+ =+ Callable Bond
0.96
0.95

0.94

0.93

0.92

0.91

Price 2-Year Bond with $1 Face Value

0.9

0.89

0.88
(o] 0.01 0.02 0.03 0.04 0.05 0.06

(e

Figure 4.8: Price sensitivity to changes in the nominal interest rate

The figure plots the price sensitivities of the FRM contract with and without prepayment to the nominal
interest rate, yg(l). The mortgage values are determined within the model of Section 4.6.1. The analogous
fixed-income securities are a regular bond (FRM without prepayment) and a callable bond (FRM with
prepayment).
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Figure 4.9: Utility difference between ARM and FRM - prepayment
The figure plots the utility difference between an ARM contract and an FRM contract without prepayment
as well as the utility difference between an ARM contract and an FRM contract with prepayment.
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Outstanding Mortgages Relative to Size of Market
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Figure 4.10: Mortgage originations in the US

The figure plots the volume of conventional ARM and FRM mortgage originations in the US between 1990
and 2005, scaled by the overall size of the mortgage market. Data are from the Office of Federal Housing
Finance Enterprise Oversight (OFHEO).
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Figure 4.11: Effect of the rate of time preference

Each point in the figure corresponds to the R? of a regression of the certainty equivalent consumption
difference between an ARM contract and an FRM contract on either the bond risk premium (solid line) or
one the yield spread (dashed line). The annualized subjective discount factor 3'2, on the horizontal axis, is
varied between 0.5 and 1. The time series are generated from a model, which is a multi-period extension of
the model in Section 4.3. The coefficient of relative risk aversion is v = 5. The exogenous moving probability
is held constant at 1% per month.



Chapter 5

Predictive Regressions:

A Present-Value Approach

Abstract
We use a closed-form present-value model to estimate the time series of expected returns and ex-

pected dividend growth rates. By imposing the economic restrictions implied by this structural
model, we show that the aggregate price-dividend ratio has strong predictive power for both future
stock market returns and future dividend growth, with R-squared values of 18% and 16%, respec-
tively. In contrast, reduced-form, statistical models of returns, dividend growth rates, and the
price-dividend ratio generally result in weak predictive power for future returns and no predictive
power for future dividend growth. We find that expected dividend growth has both a transient and
a persistent component. Our procedure allows us to bypass the standard Vector Auto Regressions
in which the instruments can be misspecified and/or suffer from a selection bias. We then decom-
pose each historical stock return into shocks to expected returns, unexpected dividend shocks, and
shocks to both components of expected dividend growth, which reveals the economic drivers of
asset prices.

5.1 Introduction

Conventional wisdom states that the price-dividend ratio has no predictive power for future
dividend growth rates and only weak predictive power for future returns. This conclusion is
generally based on reduced-form Vector Auto Regression (VAR) models of returns, dividend
growth, and the price-dividend ratio. We, instead, use a new class of closed-form present-
value models together with simple non-linear filtering techniques to estimate the time series
of expected returns and expected dividend growth rates. We are the first to show that by
imposing the economic restrictions that follow from a structural present-value model, the
price-dividend ratio predicts both future annual stock returns and future annual dividend

growth rates, with R-squared values of 18% and 16%, respectively.! We find that expected

LOur main results are based on nominal aggregate dividends as in Boudoukh, Michaely, Richardson, and
Roberts (2004) to account for share repurchases, but we obtain similar results when using real data and
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dividend growth has both a transient and a persistent component. Additionally, we show
that these cross-equation restrictions help to alleviate many of the statistical issues that
have been central in the predictability literature. We then use the present-value model to
decompose historical stock returns into shocks to expected returns, unexpected dividend
shocks, and shocks to both components of expected dividend growth. This decomposition

reveals the economic drivers of asset prices.

The main mechanism underlying this result is as follows. Variation in the price-dividend
ratio stems from expected return variation and fluctuations in expected dividend growth
rates. In our model, the price-dividend ratio (PDy) is linear in expected returns (fi;) and

expected dividend growth rates (g;):
PD; = A+ Byjiy + Bagy, (5.1)

where A, B, and B, depend on the structural parameters describing the dynamics of ex-
pected returns and dividend growth rates. Equation (5.1) shows that if we can obtain an
estimate of ji; and we combine this with the observed value of the price-dividend ratio, the
present-value model delivers an estimate of expected growth rates: §, = By ' (PDy — A — Byjiy).
For instance, we can use the full history of returns and the price-dividend ratio to form an
estimate of expected returns. The present-value restriction then provides an estimate of ex-
pected growth rates. Likewise, given an estimate for expected growth rates and the current
price-dividend ratio, we obtain an estimate of expected returns: i, = By ! (PDy — A — Bagy).
In this case, we can use the full history of dividend growth rates and the price-dividend ratio
to estimate g;, which results in an estimate of fi; by imposing the present-value restriction.
In our estimation we combine these two procedures. As such we develop a method that
optimally combines past returns, past growth rates, and the current price-dividend ratio to
form estimates of both expected returns and expected growth rates that satisfy the present-
value restriction. These estimates outperform estimates based on the price-dividend ratio
alone. Our main insight is that better predictors of returns, once combined with a structural
present-value model, improve estimates of expected growth rates, and vice versa. Empir-
ically, we show that this implies that both returns and dividend growth rates contain an
economically significant predictable component. The information set can be extended with
additional instruments if one has prior views on which instruments to include. As before, any
instrument that improves the prediction of future returns directly improves the estimate of
dividend growth rates, and the opposite is true for instruments predicting dividend growth

rates.

A second important contribution is that the estimates of the present-value model are

when share repurchases are not taken into account.
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accurate and virtually unbiased. This is in sharp contrast to standard predictive regressions
that are known to be biased (Stambaugh, 1999) and grossly inefficient. The mere fact that the
present-value relationship can sharpen estimates is not new to this paper (Cochrane (2006)
and Campbell and Yogo (2006)). However, these results have generally been established
in models in which either expected dividend growth rates are assumed to constant or the
persistence of expected returns and expected growth rates are assumed to be equal. We do
not impose either of these restrictions. Further, we are the first to show that by imposing

the present-value relationship the bias in the predictive coefficient reduces substantially.

In the 1980s, the price-dividend ratio was found to predict future stock returns (e.g.,
Fama and French (1988)) spurring a large literature on whether or not returns are pre-
dictable.? Proponents of return predictability argue that, given the large variation of the
price-dividend ratio, returns will have to be predictable because dividend growth rates are
not (Cochrane (2006)). Regressing dividend growth rates on the lagged price-dividend ratio
even leads to the incorrect sign for the predictive coefficient. That is, a high price-dividend
ratio seems to predict low as opposed to high future dividend growth. We show that both
return predictability and dividend growth predictability are perfectly consistent with the ob-
served dynamics for the price-dividend ratio. In fact, our model provides an explanation for
the perverse sign in the dividend growth regression. We find that expected returns and ex-
pected growth rates are both strongly time-varying and the two series are highly positively
correlated.®> Even though changes in expected returns and changes in expected dividend
growth rates affect the price-dividend ratio with opposite (theoretically correct) signs, they
largely offset each other because they have such a high correlation. Because expected returns
are somewhat more persistent, it is usually the change in expected returns that dominates.
As a consequence, regressing dividend growth rates on the lagged price-dividend ratio will
lead to the incorrect sign of the predictive coefficient. We can conclude that predictive

4 This errors-in-variables problem is

regressions suffer from an errors-in-variables problem.
most severe when we try to predict dividend growth rates, but it also affects the predictive
regression for returns.® We, instead, use a present-value model combined with non-linear
filtering techniques to recover both time series and show that this results in strong predictors

of both future returns and future dividend growth rates.%

2Important recent contributions to this debate include Goyal and Welch (2003), Goyal and Welch (2006),
Cochrane (2006), Campbell and Thompson (2007), Campbell and Yogo (2006), and Lettau and van Nieuwer-
burgh (2006).

3Lettau and Ludvigson (2005) reach a similar conclusion using CAY and CDY to predict future returns
and future dividend growth rates.

4This was also pointed out by Goetzman and Jorion (1995).

5Tt is important to note that the errors-in-variables problem does not disappear as the sample size in-
creases. Our approach both resolves this errors-in-variables problem and additionally alleviates the bias and
efficiency problems that arise in finite samples.

6Recent studies, see for instance Brandt and Kang (2004) and Péstor and Stambaugh (2006), use filtering



Predictive Regressions:
194 A Present-Value Approach

We then decompose historical stock returns into shocks to expected returns, the two
components of expected dividend growth rates, and unexpected dividend growth rates. The
current approach in the literature is to use variance decompositions that have been introduced
by Campbell (1991).” Our approach has two main advantages over the standard variance
decomposition technique. First, our approach does not rely on prespecified instruments.
These instruments are required in the VAR approach to form expectations for future returns,
which makes this approach sensitive to an omitted variables and a selection bias, and may
generate spurious results, see for instance Chen and Zhao (2006). Second, our present-value
model is exact, and does not rely on the Campbell and Shiller (1988) approximation.® This

is particularly important in filtering expected returns and expected growth rates.”

Analyzing return decompositions observation-by-observation reveals the underlying eco-
nomic drivers of the price formation process. For example, we find that the stock market
decline at the beginning of the millennium was caused by a negative unexpected dividend
growth shock in 2001, followed by a sharp increase in expected returns in 2002. Similarly,
the run-up in prices in the second half of the 1990s was due to subsequent positive cash flow
surprises and a gradual decline in expected returns. Finally, the oil crises in 1973 and 1974
was accompanied by negative cash flow surprises and an increase in expected returns, leading
to sharply negative returns. Furthermore, we find that expected return shocks are generally
offset, at least partially, by shocks to the persistent component of expected dividend growth

rates.

We can formally test for the presence of a highly persistent predictable component in
expected dividend growth, as has been suggested in the recent work by Bansal and Yaron
(2004). Interestingly, we cannot formally reject the presence of such a persistent component
(the p-value equals 0.087). As a counterfactual, we also consider the case in which the per-
sistent component of dividend growth rates is at the upper boundary of the 95% confidence
region. If we estimate our model under this condition, which cannot be rejected statistically,
we find that unusual rise in the price-dividend ratio in the 1990s is not only attributable to
a decrease in expected returns, but also due to an increase in expected growth rates. An
investor who would have acted subject to these beliefs would have outperformed an investor

who instead relied on standard predictive regressions.

In the first part of the paper, we develop a tractable closed-form present-value model that

techniques to recover expected returns, but not within a present-value model.

See for instance Campbell and Ammer (1993), Campbell and Vuolteenaho (2004), Cochrane (2006), and
Larrain and Yogo (2007).

8See, for example, Rytchkov (2007) who employs the Campbell and Shiller (1988) approximation to
estimate expected returns and expected growth rates.

9Fernandez-Villaverde, Rubio-Ramirez, and Santos (2006) show that second-order errors in the transition
or measurement equation translate into first-order errors in the likelihood that is used for estimation and
filtering.
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features time variation in both expected returns and expected dividend growth rates. Our
present-value model relates to the linearity-inducing class recently generalized by Gabaix
(2007).1%1 Both expected returns and expected growth rates can follow autoregressive pro-
cesses of any order. By adding a small twist away from linear autoregressive processes, we
obtain a present-value model in which the price-dividend ratio is an exact linear function of
expected returns and expected growth rates. We derive the exact likelihood of our model,
which allows researchers and practitioners to estimate this class of models by means of max-
imum likelihood.'? This procedure avoids several pitfalls that have been highlighted in the
predictability literature.!® First, we can recover the time series of expected returns and
expected dividend growth rates, without requiring instruments that are likely to be misspec-
ified.'* Second, our model delivers an exact relationship between the price-dividend ratio
and both expected returns and expected dividend growth. This enables us to avoid log-linear
approximations (Campbell and Shiller (1988)), which potentially induce large errors in the
filtered series (Fernandez-Villaverde, Rubio-Ramirez, and Santos (2006)). In fact, we can ex-
actly compute the higher-order terms that are omitted in the linearized version of our model,
and show that these effects can be economically large. Third, we show that imposing the
relations implied by the present-value model mitigates the bias and efficiency problems that
have received substantial attention in the return predictability literature (Stambaugh (1999)
and Lewellen (2004)). Fourth, our present-value approach allows us to effectively handle the
errors-in-variables problem that plagues the standard predictive regression approach (Fama
and French (1988)). We show that the errors-in-variables problem is most pronounced for pre-
dicting future dividend growth rates. Correcting for this problem uncovers a large predictable
component of dividend growth rates. Fifth, likelihood-based estimation imposes discipline

in selecting and weighing the moment conditions that need to be matched by the model.

10Menzly, Santos, and Veronesi (2004) also develop a closed-form present-value model that resides within
the linearity-inducing class in a consumption-based general equilibrium model.

1 An important advantage of our present-value model is that it is linear in expected returns and the
expected growth rate of dividends, and it allows us to accommodate stochastic volatility for the innovations
as well as flexible error distributions. This freedom in modeling second moments and the distribution of
innovations stands in contrast with the present-value models proposed in Burnside (1998) and Ang and Liu
(2004), which rely on normality. Ang and Liu (2006) do allow for stochastic volatility in the innovations
in a continuous-time present-value model. We, instead, develop a discrete-time present-value model which
potentially features stochastic volatility and flexible error distributions.

120ur model is non-linear in nature, but we solve it without approximation and use the tractable unscented
Kalman filter to construct the likelihood. We compare this non-linear filter to the (exact) particle filter, and
find very similar results (Ferndndez-Villaverde and Rubio-Ramirez (2004), Ferndndez-Villaverde and Rubio-
Ramirez (2006)). Appendix 5.B provides both the theoretical background, and a practical introduction to
the particle filter and the unscented Kalman filter.

13See Nelson and Kim (1993), Stambaugh (1999), Ang and Bekaert (2007), Ferson, Sarkissian, and Simin
(2003), Valkanov (2003), Amihud and Hurvich (2004), Campbell and Yogo (2006), Lewellen (2004), Torous,
Valkanov, and Yan (2004), Eliasz (2005), Viceira (1996), Lettau and van Nieuwerburgh (2006), Wachter and
Warusawitharana (2007), and Pastor and Stambaugh (2006).

“Ferson, Sarkissian, and Simin (2003), Pastor and Stambaugh (2006), and Chen and Zhao (2006).
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In addition, the use of Bayesian inference in asset pricing has been popularized recently as
it allows one to incorporate prior views on the model specification or model parameters.!'®
We show how to compute the likelihood of our model, which makes it straightforward to

compute the posterior of the parameters and adopt a Bayesian perspective instead.!®

Our paper is most closely related to the recent literature on present-value models, see Let-
tau and van Nieuwerburgh (2006), Pastor and Veronesi (2003), Pastor and Veronesi (2006),
Bekaert, Engstrom, and Grenadier (2001), Bekaert, Engstrom, and Grenadier (2005), Ang
and Liu (2004), and Brennan and Xia (2005). All of these papers provide closed-form or
approximate closed-form expressions for the price-dividend ratio, or the market-to-book ra-
tio in case of firm-level models. However, in case of Bekaert, Engstrom, and Grenadier
(2001), Pastor and Veronesi (2003), Péastor and Veronesi (2006), Ang and Liu (2004), and
Brennan and Xia (2005) the price-dividend ratio is an infinite sum, or indefinite integral, of
exponentially quadratic terms, which makes likelihood-based estimation and filtering com-
putationally intractable. Bekaert, Engstrom, and Grenadier (2001) and Ang and Liu (2004)
estimate the model by means of GMM and model expected returns and expected growth
rates as an affine function of a set of prespecified instruments. Also, the model requires
innovations to expected returns and expected growth rates to be (conditionally) Gaussian.
Brennan and Xia (2005) use a two-step procedure to estimate their model and use long-term
forecasts for expected returns to recover an estimate of the time series of (instantaneous)
expected returns, in turn. Alternatively, Lettau and van Nieuwerburgh (2006) set up a lin-
earized present-value model and recover structural parameters from reduced-form estimators.
They subsequently test whether the present-value constraints are violated. Lettau and van
Nieuwerburgh (2006) impose, however, that the persistence of expected returns and expected
growth rates is equal. Our main theoretical contributions are the following. First, we develop
a tractable closed-form present-value model that allows for (i) variation in expected returns
and expected dividend growth rates with multiple frequencies and (ii) non-Gaussian error
distributions. Second, we provide a framework for likelihood-based estimation and filtering
without relying on prespecified instruments. Using this economic model, we find that the

price-dividend ratio strongly predicts both future returns and future dividend growth rates.

The paper proceeds as follows. In Section 2, we develop our closed-form present-value
model. In addition, we discuss the econometric framework to estimate present-value models.

Section 3 contains our main empirical results on why prices and price-dividend ratios move

BImportant recent contributions include Cremers (2002), Avramov (2002), Avramov (2004), Avramov
and Chordia (2006), Péstor (2000), and Wachter and Warusawitharana (2007).

16Qur present-value model features considerable non-linearities, which implies that the Gibbs sampler
cannot be used easily. However, Ferndndez-Villaverde and Rubio-Ramirez (2006) show how to combine the
Metropolis-Hastings algorithm with the particle filter, which is one of the two non-linear filtering procedures
we implement.
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over time. Section 4 studies the predictability of dividend growth rates in more detail. In
particular, we allow for more flexible dynamics of expected growth rates and formally test for
the presence of a highly persistent expected dividend growth component. Section 5 contains

several extensions of the standard models. Section 6.10 concludes.

5.2 Present-value model

5.2.1 Theoretical model

We develop in this section a present-value model that results in a closed-form expression for
the price-dividend ratio. Let P, denote the cum-dividend price of the stock at time ¢, and
D, the time-t dividend. We adopt this pricing convention purely for analytical convenience.

The price-dividend ratio then reads:

I
PD, = — 0.2
and simple stock returns (gross) are given by:
Piia PDiy Diy
R, = = ) 5.3
" P -D, PD,—1 D, (5:3)
We define the discount rate, or expected return, at time ¢ as u;:
ILL: = Et [Rt+1] — 1. (54)
Combining (5.3) and (5.4) leads to the well-known present-value relation:
By [Pryd]
P=D;+ ——. 5.5
=Dt (55

To complete the specification of the present-value model, we need to specify the dynamics of

dividend growth rates, D;;1/D;, and expected returns, u;. We model dividend growth as:

Dy
Dy

= (L+g)(1+ek)

= 1+g+(1+g)er, (5.6)

where g; indicates the expected dividend growth rate. The multiplicative form in (5.6) is

the first element of the linearity-inducing model.!” The small deviation from the standard

17Gabaix (2007) presents the linearity-inducing class for pricing kernels, which requires one to make an
assumption on which shocks are priced, and which prices of risk are time varying in turn. Our goal is
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(homoscedastic) autoregressive model is, however, for all practical purposes inconsequential.
The second step is to introduce the variable y; that is approximately equal to the discount

factor py. We define p; as:

I+g
1+ 7

=1+¢g — i (5.7)

Up to a first-order approximation, u and yu; will be the same.!® However, since we do
not want to rely on approximations, we introduce p; whose dynamics we model in turn.
We refer to i, and p as expected returns interchangeably, having noted the difference in

equation (5.7). We decompose expected growth rates and expected returns as:

g = "o+ Gt (5.8)
pe = 0o+ fu, (5.9)

where g; and ji; follow a (near-)AR(1) process:

Giv1 = Vel + €841 (5.10)
flev1 = 51tﬂt+5f+1- (5.11)

Hence, discount rates and expected growth rates follow de-meaned AR(1) processes, apart
from the linearity-inducing twist in yy; and é3;. The decomposition in (5.8) and (5.9) is purely
for analytical convenience and the constants ¢y and 7, will be estimated jointly with all other
parameters. In the standard VAR approach, vy, and d1; would be constant parameters. We

consider instead:

Yit = )\t’}/l, (512)
5115 = )\t51, (513)
in which \; and « are given by:
o
N = ——, 5.14
' o+ G — [t ( )

In other words, both discount rates and growth rates follow an AR(1) process, apart from

the fact that the autoregressive parameters, v;; and dy, are slightly time varying. The degree

different. We, instead, model the expected return directly, without making explicit assumptions on the
prices risk of each of the shocks.
Empirically, we find that the correlation between the two series is 0.998.
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of time variation is captured by a common factor, A, defined in (5.14). The process \; will
hover closely around one and the unconditional means of g; and u; will be very close to g
and &y, respectively. To summarize, by introducing p; in (5.7) and A\; in (5.14) we twist
the standard affine model. This results in a tractable and closed-form expression for the

price-dividend ratio as we show below.

We consider the following structure for the innovations. The covariance between innova-
tions in unexpected dividend growth and expected returns is given by: Cov(sﬂl, €4i1) = Opp.
Likewise, the covariance between innovations in expected growth rates and expected returns
is given by: Cov(ef,, €l 1) = 04.. To ensure statistical identification of the model, we
assume that innovations in expected growth rates and unexpected growth rates are uncor-

related, Cov(ef, |, 0 ,) = o,p = 0.1

Appendix A shows that, under the assumptions stated above, the price dividend-ratio is
an affine function of the de-meaned expected dividend growth rate (g;) and the de-meaned

expected return or discount rate (fi;):
PDt :A_'_Blﬂt_'_BQgta (516)

where A, By, and B, are constants given by:

-1
Op,Q&
A = 1— — 5.17
( Oé+1—(510(+0'Du) ’ ( )
A
B = —— 5.18
1 1 _5104‘}‘0'DM’ ( )
A+ B
B, = ~151%0u (5.19)
1 —ma

and recall that « is given by a = 1+ vy — do.

We develop the main intuition for the model by considering three special cases. First,
suppose that expected returns and expected growth rates are constant. This is achieved by
setting 0y = 1 = 0, as well as 0, = 0, = 0. In that case, the price-dividend ratio simplifies

to:

B 1
50—707

PD=A=(1-a)"" (5.20)

which is the standard Gordon-growth formula.

19 A similar assumption is often made in modeling the dynamics of inflation. In that case, expected inflation
is assumed to follow an AR(1)-process. The resulting process for inflation is an ARMA(1,1)-process. The
correlation between expected and unexpected inflation cannot be identified (see Campbell and Viceira (2001a)
and Sangvinatsos and Wachter (2005)), and is often normalized to zero.
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As a second special case, suppose that shocks to expected returns and shocks to unex-

pected dividend growth are uncorrelated, i.e., op, = 0. In this case, the coefficients simplify

to:
1

A = , 5.21
do — Yo ( )

—A
B, = 22
! 1 — (510&7 (5 )

A
By, = ——. 5.23
2 o (5.23)

The coefficient A still represents the unconditional average and is the same as in (5.20).
However, the price-dividend ratio will now move in response to changes in expected returns
or expected dividend growth rates. The impact on the price-dividend ratio is captured by
Bi and Bs, respectively. For plausible parameter values, A will be positive and « near 1.
This implies that B; is negative, and B, is positive. Considering the return definition in
(5.3), this implies that an increase in expected returns leads, ceteris paribus, to a negative
contemporaneous return, while a positive shock to growth rates induces a positive contem-
poraneous returns. The persistence parameters of discount rates and expected growth rates

(01 and 77) determine their quantitative impact on the price-dividend ratio.

We finally consider the special case where expected growth rates are constant. This
special case has often been considered in the extant literature. In this case, the price-dividend

ratio then reduces to:
PD, = A+ Buyji, (5.24)

in which A and B; are given in (5.17) and (5.18). The otherwise unobservable expected

return, p;, can now be written as an affine function of the observable price-dividend ratio:

PD,— A

=
Lt o+ B,

(5.25)
This implies that, apart from the fact that the coefficients need to be estimated, the observed

price-dividend ratio can be used directly to recover the time series of expected returns.

5.2.2 Why do prices move?

Our model provides an exact (i.e., not approximated) answer to the question why historical
prices, returns, and price-dividend ratios moved. In a present-value model, any change in
these variables is attributable to changes in expected returns, expected growth rates, or

unexpected growth rates. These changes may be expected or unexpected. The expected



5.2. Present-value model 201

change of the price-dividend ratio is simply given by:
Ey[PDiyi| = PDy = Bi(0n —1) fu+ Ba (e — 1) G, (5.26)
and the unexpected change of the price-dividend ratio is given by:
PDiy1 — E[PDyq] = Biel + Bogl,y. (5.27)

Similarly, we can decompose the realized stock return into the conditional expected stock

return, uy = E; (Ry;11) — 1, and the unexpected return as:
Hi +

Repr — (1 + 1) = he ; (5.28)
+Bi (51315?11 - UDM) + BQgtDJrlgthrl
where:
(1+g1)
hy = —~. 5.29
" PD, -1 (5.29)

This return decomposition has a straightforward interpretation. A positive shock to the
discount factor of one percentage point will, ceteris paribus, lead to a negative realized return
of 0.01 x Byh;. Note that for reasonable parameter values, the coefficient B; is negative.
Similarly a positive shock to the expected dividend growth rate of one percentage point
will lead to a positive realized return equal to 0.01 x Bsh;. Finally, a positive unexpected
dividend shock of one percentage point will lead to a positive realized return of 0.01 x
E; (PDyy1) hy. The last two terms (i.e., the multiplications of shocks) in equation (5.28) are
an order of magnitude smaller than the first three terms. This return decomposition provides
an alternative to Campbell (1991) within our closed-form present-value model. Note that
the return decomposition of Campbell (1991) is based on geometric returns and relies on a
first-order approximation, while we perform an exact decomposition of arithmetic returns

instead.

If we assume in addition that (7, , e}’ ,,ef}) are jointly normal,® it is straightforward

to show that the conditional variance of stock returns is given by:

012'%,7& = B[Ry — E [Rt+1]]2

e Bio? + B302 + (B, [PDyy1))? 0% + B} (0203 + 203, (5.30)
"\ +B2020% + B1B20y, + BiE; [PDy11| 0p + BiBaoboy, )

2ONote that up until this point we have not made any distributional assumptions on the error terms, apart
from their covariance structure and their zero means.
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in which we use results in Haldane (1942) to compute the moments of the product of powers
of normally distributed innovations. Equation (5.30) shows that even when the underlying
shocks of the model are homoscedastic, returns will be heteroscedastic. The present-value
model therefore endogenously generates stochastic volatility in stock returns (Ang and Liu
(2006)).2

The conditional covariance between expected returns and unexpected returns is given by:
COVt (Rt+1 - Et [Rt+1] ,554_1) == ht (BlO'Z + BQO-MQ + Et [PDt+1] UMD) (531)

The conditional correlation between expected returns and unexpected returns can then easily
be computed by dividing the covariance above by ¢, and og,. This correlation has received
a lot of attention in the literature. It is exactly this correlation which generates the bias
in standard linear predictive regressions, see Stambaugh (1999) for instance. We show that
this correlation is a function of the underlying parameters of the present-value model. A
similar result has been derived in Cochrane (2006) and Lettau and van Nieuwerburgh (2006)

for geometric returns and under the Campbell and Shiller (1988) approximation.

Pastor and Stambaugh (2006) assume a prior distribution over this correlation and they
note that it is likely to be negative. In our model, this correlation can be computed exactly,
and we show how it depends on the structural parameters of the present-value model. When
both o4, and op, are zero, this correlation is negative. Its magnitude then depends on the
variance decomposition of returns. If expected growth rates are constant and unexpected
dividend growth is not too volatile, then realized returns are mainly driven by discount rate
shocks and the correlation will be close to minus one. However, if returns are mainly driven
by cash-flow shocks (either expected or unexpected), then the correlation will be closer to
zero. Furthermore, in case 0,4, and/or op, are positive, theoretically speaking the sign of
this correlation can be both positive and negative. This is not surprising. If positive shocks
to the discount factor go hand in hand with positive shocks to dividend growth (expected or
unexpected) the net effect on returns is ambiguous. An important determinant then is the

relative persistence of the shocks.

Finally, note that it is also the correlation between expected and unexpected returns that
drives the hedging demands and gains to dynamic investment in long-run portfolio choice
problems. If the correlation is strongly negative, then bad return realizations are ameliorated
by better future return prospects, which motivates the investor to put a higher weight in
stocks. However, if the correlation is close to zero, stocks do not form a good hedge against

future investment opportunities, which reduces the overall allocation to stocks. Our model

21With mild assumptions on the correlation structure, our model can easily accommodate stochastic
volatility for all three shocks.
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implies that this correlation can be time varying, implying that hedging demands will be

more important in some periods than others.??

5.2.3 Alternative present-value models

As an alternative to our present-value model, Burnside (1998), Pastor and Veronesi (2003),
Pastor and Veronesi (2006), Bekaert, Engstrom, and Grenadier (2001), Bekaert, Engstrom,
and Grenadier (2005), Ang and Liu (2004), and Brennan and Xia (2005) derive a closed-
form expression for the price-dividend ratio or market-to-book ratio as well. This closed-
form expression is an infinite sum, or indefinite integral in case of continuous-time models,
of exponentially quadratic functions. This makes non-linear filtering virtually impossible
from a computational perspective. Our model also delivers a closed-form expression for the
price-dividend ratio that is, in contrast, affine in expected returns and growth rates. This

makes the filtering problem computationally highly tractable.

5.3 Data and econometric approach

In this section, we estimate the present-value model developed in Section 5.2. First, Section
5.3.1 provides details on the data used in estimation. In Section 5.3.2, we consider the
case in which expected growth rates are constant so that we need no filtering techniques
to recover the time series of expected returns. We use this model to study the properties
of our estimator in detail, and compare it to the more conventional predictive regressions
approach. In Section 5.3.2, we discuss the estimation of the full model and outline the

filtering procedure used to recover the time series of expected returns and growth rates.

5.3.1 Data

We create a series of effectively paid out dividends, D;, and use the cum-dividend price
levels to construct the cum-dividend price-dividend ratio, PD,;. The cum-dividend price is
the ex-dividend price at the end of year ¢t augmented with the effective dividends D; paid out
during year t. The data is constructed using the total payout yield by Boudoukh, Michaely,
Richardson, and Roberts (2004). There is an increasing amount of evidence that firms prefer
stock repurchases over dividend payments (Brav, Graham, Harvey, and Michaely (2005)) and

that dividends are concentrated in fewer firms (Skinner (2006)). We therefore consider the

22Buraschi, Porchia, and Trojani (2007) study the impact of time-varying correlations and volatilities on
optimal portfolio choice. They show that the hedging demand that is induced by time-varying correlations
constitutes a non-negligible part of the optimal portfolio, and often dominates the hedging demands caused
by time-varying volatilities.
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total payout data to be the relevant source of data.?> We estimate the model with annual

data over the period 1946-2005, i.e., we focus on the post-war sample.

5.3.2 Likelihood-based estimation

Constant expected growth rates

To illustrate how our model can help improve the finite sample properties of the predictive
coefficients, we first consider the special case in which expected growth rates are constant,
i.e., 71 = 0, = 0. At least, in this case a standard predictive regression does not suffer from an
errors-in-variables problem. However, we show that a standard predictive regression is highly
inefficient and induces a small-sample bias that is much larger compared to estimating the
present-value model directly by maximum likelihood. Recall that in the case where expected

dividend growth rates are constant, the price-dividend ratio is given by:

We observe data on returns, R = {Ry, ..., Ry}, dividend growth rates, AD” = {D, /Dy, ..., Dy/Dy_;
and price-dividend ratios, PDT = {PD,, ..., PDr}, which we in turn use to estimate the
structural model parameters, i.e., © = {d¢, 01,7, 0D, 0, 0p,}. The key observation is that
the time series of returns follows from the time series of dividend growth and the price-
dividend ratio (see also Cochrane (2006) and Lettau and van Nieuwerburgh (2006)). As
such, separately including the returns series in estimation does not add any information. We

thus estimate our model using dividend growth and price-dividend ratio data only.

We employ maximum-likelihood estimation, which accounts for all relationships implied

by the present-value model. We define the innovations &1 = (B, (14 70)e2,)"
1041 (70,00,01) = PDypy — A — Bidufu, (5.33)
D
o041 (70) = lt;l — 1=, (5.34)
t

where 01, depends on «, and «, A, and B, are functions of vy, dy, op,, and 6, as given
by (5.15), (5.17) and (5.18). Note that when deriving the results above, we have not yet

made any assumptions about the distribution of the error term. For estimation purposes,

23We also estimated our model using CRSP data without explicitly accounting for share repurchases. Our
qualitative results are not affected. The same comment applies to the sample period from 1927 to 2005 and
when we use real prices and dividends instead of their nominal counterparts.
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we assuime:

B20? 1+ ~9)Bio
§e41 ~ N | Ogy1, Lo (1+7%) 21 2DM = N(Ogx1, X). (5.35)
(1+7)Biopy (1 +70)%0p

The (scaled) conditional log-likelihood then reads:

T
L(0;AD" PD") = —Tlog | X | =) _&u'¢. (5.36)

t=1
At first sight it may seem counter-intuitive that we are estimating the predictable variation
in expected returns without using actual returns in our likelihood. However, as mentioned
above, it is important to note that observing dividend growth and the price-dividend ratio

is equivalent to observing returns.

Comparison with predictive regressions

We propose to estimate our model with maximum likelihood. One possible way to estimate
(part of) this model is to run a standard predictive regression, which implies regressing

realized returns on the lagged price-dividend ratio:
Ri1 = a+ BPDy+ niga, (5.37)

see for instance Cochrane (2006), Campbell and Yogo (2006), Campbell and Thompson
(2007), Goyal and Welch (2003), Goyal and Welch (2006), and Lettau and van Nieuwerburgh
(2006). Ignoring the difference between p; and pf, we can link (5.37) to our structural

present-value model (5.32):

0 = a+ 84, (5.38)
1 = BB (5.39)

The parameter 3 has been studied widely in the return predictability literature. Due to
the empirically high negative correlation between innovation in the price-dividend ratio and
the high persistence of the price-dividend ratio, § tends to be downward biased (Stam-
baugh (1999) and Amihud and Hurvich (2004)). To focus on the small-sample properties
of the different estimators, we present a comparison of estimation techniques for the case
where expected dividend growth rates are constant. We then show how maximum-likelihood
estimation reduces the small-sample bias and improves efficiency. We do not compare esti-
mators for the case where expected growth rates are time varying as well, because in this

case the price-dividend ratios can move due to changes in expected returns and changes in
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expected growth rates. This leads to an errors-in-variables bias, which affects the parameter
£ not only in small samples, but also in population (Fama and French (1988), Kothari and
Shanken (1992), Goetzman and Jorion (1995), and Koijen and Nieuwerburgh (2007)). This
errors-in-variables problem is particularly important when expected dividend growth rates

are persistent, as we find in Section 5.5.

To this end, we consider the following set of parameters that are close to the maximum-

likelihood estimates:
dp = 0.06, 0, = 0.85, 7o = 0.025, op = 0.14, 0, = 0.018, op,, = 0.00013. (5.40)

We simulate 10,000 series of 60 annual observations. For each of these series, we run the pre-
dictive regression described in (5.37) and, as an alternative, we estimate the model by means
of maximum likelihood. We are interested in the distribution of the predictive coefficient,
[, that follows from both estimation procedures. One might argue that we are favoring the
maximum-likelihood estimation as we approximate p; ~ uy. To address this concern, we

also perform the following predictive regression:
Rt+1 = + Bl’t + ét+1, (541)

where z;, = By = By [(1+7)/(o — By '(PD, — A)) — 1]. For this transformation of the
price-dividend ratio, we have g = B;'. We will call this latter estimator the adapted OLS
estimator. The results are presented in Table 5.1 and Figure 5.1. The top panel of Figure
5.1 depicts the distribution of the OLS estimator, the middle panel of the adapted OLS

estimator, and the bottom panel of our maximum-likelihood estimator.

The main results can be summarized as follows. First, the maximum-likelihood estima-
tor, which takes into account the full present-value model, is much more efficient and less
biased. In this particular experiment, the root mean squared error (RMSE) of the maximum-
likelihood estimator is 45 per cent lower than the RMSE of the OLS estimator and 35 per
cent lower than the RMSE of the adapted OLS estimator. Such efficiency gains are equiva-
lent to having three to four times as many observations. Part of this efficiency gain is due
the fact that all present-value models imply a particular form of heteroscedasticity (see Ang
and Liu (2006)). Taking this heteroscedasticity into account can improve efficiency. There
is, however, another important source of efficiency gain. The correlation between expected
and unexpected returns is a function of the underlying present value parameters as explained
in equation (5.31). Imposing this functional relationship in estimation further improves effi-
ciency. Second, comparing the OLS and the adapted OLS estimator in Table 5.1 illustrates

the importance of fully taking into account the non-linearities of the present-value model.
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The adapted OLS estimator, which corrects for the non-linearities in the model, performs
much better than the regular OLS estimator, which can be interpreted as a linearization of
the adapted OLS estimator. This indicates that non-linearities play an important role in
present-value models and that first-order approximations can substantially deteriorate the

estimates and filtered series (Ferndndez-Villaverde, Rubio-Ramirez, and Santos (2006)).

Time-varying expected growth rates

We now consider the general case in which both discount rates and expected growth rates
are allowed to be time varying. In this case, a standard predictive regression of either returns
or dividend growth rates on the lagged price-dividend ratio suffers from an error-in-variables
problem, which does not disappear as the sample size increases. Our maximum likelihood

approach resolves this error-in-variables problem.

Recall that in Section 5.3.2, expected returns are an affine function of the price-dividend
ratio, which, up to estimation error of the structural parameters of the present-value model,
makes it straightforward to uncover the former. However, now the observable series of price-
dividend ratios, PDy, is an affine function of two latent processes (see (5.16)), namely 4’ and
g7. Hence, we observe two time series (PD? and ADT), and have three series of innovations
in the model (97, eP'T and e*T). It is therefore no longer possible to exactly recover the
latent time series, and we need to apply filtering techniques to estimate the time series of

expected returns and growth rates instead.

We implement two non-linear filters to perform filtering and estimation in our model,
namely the particle filter and the unscented Kalman filter. We refer to Doucet, de Freitas,
and Gordon (2001) for a text book treatment of the particle filter. Fernandez-Villaverde and
Rubio-Ramirez (2004) and Fernandez-Villaverde and Rubio-Ramirez (2006) use the particle
filter to estimate dynamic stochastic general equilibrium (DSGE) models in macro economics.
Even though the particle filter is straightforward to implement, it is computationally more
costly than, for instance, the extended Kalman filter. This raises the question why we cannot
simply linearize our model, for instance using the Campbell and Shiller (1988) approximation,
and use the extended Kalman filter instead (Jazwinski (1973)). Fernandez-Villaverde, Rubio-
Ramirez, and Santos (2006) show however that second-order errors in the measurement and
transition equations lead to first-order errors in the likelihood that we want to use in turn for
estimation and filtering. Fernandez-Villaverde and Rubio-Ramirez (2004) and Ferndndez-
Villaverde and Rubio-Ramirez (2006) show empirically that the resulting filtered series can
look dramatically different. Our closed-form present-value model allows us to solve the
filtering problem without any approximation, which is required for likelihood-based inference.

As an alternative, we also employ the unscented Kalman filter. The unscented Kalman filter
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is second-order accurate (see Fontaine and Garcia (2007), Bakshi, Carr, and Wu (2007),
and Wan and van der Merwe (2001)) in non-linear models. We find similar results for the
unscented Kalman filter and the particle filter, but the former is computationally much
faster. It takes approximately 10 seconds to estimate our model on a standard desktop
computer using Matlab. Appendix 5.B provides a detailed description of the particle filter

and the unscented Kalman filter, as well as a practical guide to implementation.

We provide here further details on the transition and measurement equations that char-

acterize the filtering problem. The transition equations in our model are given by:

Jiy1 = 71t§t+€tg+1, (5.42)
fley1 = 51tﬂt+5¢+1, (5.43)

and the measurement equations using data PDT and ADT:

P . .
Dt+1 = A+ Bijtty1 + Bagiga, (5.44)
t+1
Dy N A\ _D
oo = L4004+ (1 + ge)erss- (5.45)
t

We can, however, reduce the number of latent variables to one using the relation of the
price-dividend ratio to expected returns and growth rates in (5.44). We then have only one

transition equation:

Jt41 = Y1t + €f+1, (5.46)
and two measurement equations:
DtJrl o 1 A A D 4
D~ + 0t + (14 Ge)epqs (5.47)
PDtJrl = A + 511‘, [PDt —A-— B2§t] -+ BQP)/ltgt + Blg?—‘,—l + BQ€§+1 (548)

In the filtering approach, we need to make further assumptions about the distribution of the
innovations.?* We assume all innovations to be normally distributed with a constant covari-
ance matrix. The correlation structure between the innovations is as discussed in Section
5.2, and accommodates non-zero correlation between expected returns and expected growth
rates, and between expected returns and unexpected growth rates. We do note, though,

that these distributional assumptions and constant second moments are not a requirement

24Tt is straightforward to provide formal conditions to ensure the stability of linearity-inducing processes,
see Gabaix (2007). Intuitively, the process for expected returns needs to be bounded from above, and the
process for expected growth rates needs to bounded from below. This also ensures that the price-dividend
ratio remains positive. We find, however, that the regularity conditions are easily satisfied in our empirical
work.
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of the model and that we can easily handle alternative distributions as well as time-varying

volatility.

5.4 Empirical results

This section contains the empirical results when expected returns and expected growth rates
follow a (near) AR(1) process. Section 5.4.1 presents the estimation results of the present-
value model in Section 5.2. Section 5.4.2 decomposes historical returns into fundamental
shocks in our present-value model. Likewise, Section 5.4.3 decomposes the historical price-
dividend ratio into expected returns and expected growth rates. In Section 5.4.4, we analyze
the information content present in the price-dividend ratio to predict future returns and
dividend growth rates. Motivated by the results of this section, where expected growth rates
exhibit substantial time-variation but little persistence, we allow for an additional frequency

in expected growth rates in Section 5.5, which we find to be persistent.

5.4.1 Estimation results

The estimation results are summarized in Table 5.2. Panel A presents the parameter esti-
mates of the processes that govern the dynamics of expected returns, expected growth rates,
and realized growth rates, with bootstrapped standard errors between brackets. Panel B then

displays the implications for the coefficients of the price-dividend ratio and the constant a.

There are at least four interesting aspects to our estimates that we discuss in turn. First,
it turns out that shocks to the discount factor and shocks to expected growth rates are
highly positively correlated (p,, = 0.79), see also Lettau and Ludvigson (2005). Second, the
autoregressive coefficient of expected growth rates (7;) is negative, while the autoregressive
coefficient of expected returns (d;) is highly positive. Recall that the price-dividend ratio
is affine in expected returns and expected growth rates. Our estimates imply that the
price-dividend ratio is comprised of a persistent component related to expected returns and
a high-frequency component related to expected growth rates. As such, the high-frequency
component of the price-dividend ratio predicts future dividend growth, whereas the persistent
component predicts future returns. Note also (Panel B) that the coefficient on expected
returns in the price-dividend ratio (Bj) is as a result much larger in absolute value than
the coefficient on expected growth rates (Bs). Third, unexpected shocks to dividend growth
(e£.1) and innovations to expected returns (¢},;) are virtually uncorrelated. Fourth, most
parameters are accurately estimated. For instance, we find that the persistence of expected
returns, and the correlation between innovations to expected returns and expected growth

rates are both reliably different from zero.



Predictive Regressions:
210 A Present-Value Approach

Figure 5.2 portrays our filtered series for expected returns (1)) and Figure 5.3 for expected
dividend growth rates (g;). Both figures also display the fitted values following from an
OLS regression with the price-dividend ratio as the predictor variable. Finally, we plot the
realized values of returns and dividend growth. Figure 5.2 shows that our filtered series of
expected returns closely tracks the expected return series following from a standard predictive
regression. However, our series is slightly higher in the 1990s. Figure 5.3 shows that there
can be large discrepancies between the series following from the present-value model and
from a standard predictive regression. The filtered series from the present-value model is
much more transient, as 7, is negative. The series following from the predictive regression
tracks the price-dividend ratio by construction. It is important to note that the coefficient
in the predictive regression has the incorrect sign and is insignificant (not reported). From
the present-value model, it follows that higher expected growth rates should lead to a higher
price-dividend ratio, keeping expected returns constant. This suggests that the errors-in-

variables problem is severe in case of the predictive regression for the dividend growth rates.

5.4.2 Why do prices move?

The present-value model allows us to decompose historical stock returns, see (5.28), which

we repeat here:

Blgéﬁrl + 325t9+1 + B¢ [PDyy 1] EtDJrl

Ripy =1+ py + hy
+B1 (EtD-i-lgéL-i—l - UDM) + Baefl el

(5.49)

Figure 5.4 and Figure 5.5 portray the unexpected return, decomposition for each stock
return in our sample period.?> In both figures, the top panel displays the unexpected returns,
and the bottom panels the decomposition. The decomposition consists of three first-order
effects, one for each shock as shown in Figure 5.4, and two second-order effects as shown in
Figure 5.5. Equation (5.49) shows that these second-order effects make the decomposition
exact in our model. Each unexpected return is the result of a shock to discount rates, a
shock to expected dividend growth rates, and a shock to unexpected dividend growth rates.
As noted before, analyzing the return decomposition observation-by-observation reveals the
underlying economic drivers of the price formation process. For instance, Figure 5.4 indicates
that the stock market decline at the beginning of the millennium was caused by a negative

unexpected dividend growth shock in 2001 (p),?® followed by a sharp increase of the discount

25The unexpected return is the difference between the realized returns and expected returns as portrayed
in Figure 5.2.

260ur explanation for the downturn of the aggregate stock market resonates with the findings of Pastor
and Veronesi (2006). Pastor and Veronesi (2006) argue that the burst in the Nasdaq “bubble” can be largely
attributed to an unexpected drop in firm profitability. Their Figure 6 shows that Nasdaq’s ROE was -20%
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factor in 2002 (g,). Similarly, the run-up in prices in the second half of the 1990s was due to
several subsequent positive cash flow surprises and a gradual steady decline of the discount
factor. Next, the oil crises in 1973 and 1974 corresponded to negative cash flow surprises
and an increase in the discount factor, leading to large negative unexpected returns. Finally,
note that the results in Figure 5.5 relative to Figure 5.4 clearly indicate that second-order
effects, which are ignored in log-linearizations, are relatively small but most certainly not
negligible. This provides an additional motivation to use a closed-form present-value model

that does not rely on first-order approximations.

We now consider the variance decomposition of unexpected returns. Equation (5.49)
decomposes unexpected stock returns into five components. Table 5.3 provides the covariance
matrix of each of these terms. To this end, we use the estimated innovations as in Figure 5.4
and 5.5, i.e., three first-order effects and two second-order effects, and we determine their
unconditional covariance. We then scale all elements with the variance of unexpected returns.
The resulting fractions in Table 5.3 therefore indicate how each of the terms contributes to

the total variance of unexpected stock returns. The sum of all elements in Table 5.3 is 100%.

We find that two main sources of variation in unexpected stock returns are due to changes
in expected returns, (1), and unexpected dividend growth, (3). Shocks to expected growth
rates have little impact on unexpected stock returns due to low persistence of expected growth
rate shocks. Likewise, the second-order terms ((4) and (5)) only marginally contribute to

the total unexpected stock return.

Finally, we plot in Figure 5.7 the correlation between expected and unexpected returns,
which we derive analytically in equation (5.31). The graph indicates that this correlation is
on average negative with a mean of -0.60, but that it substantially varies over time, tracking

the variation of the price-dividend ratio. It takes values as high as -0.45 and as low as -0.67.

5.4.3 Why does the price-dividend ratio move?

Recall that the price-dividend ratio in our model is given by:
PD; = A+ Biji; + Bsg. (5.50)

Figure 5.6 decomposes the demeaned price-dividend ratio, computed as PD; — A, into the
contribution of expected returns, given by B/, and the contribution of expected dividend
growth rates, given by B,g;. The figure makes clear that, under this model specification,
virtually all variation of the price-dividend ratio is driven by expected return variation.

The unconditional sample variance decomposition of the price-dividend ratio can readily be

in 2001.
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computed from the unconditional sample variances and covariances of our filtered series for

expected returns and expected growth rates:

Var (PD;) = BiVar (ji;) + B3Var (g;) + 2B1 BCov (jiz, 9¢) (5.51)

where we use the maximum-likelihood estimates for By and By given above. The sample
standard deviation of [i; equals 5.52%, the sample standard deviation of g; equals 3.15%
and the correlation equals 30.25%. As Bj is more than four times as large as By, meaning
a factor 16 difference in the squares, effectively all variation of the price-dividend ratio is
due to expected return variation. To put it in relative terms, 104.7% of the variation in the
price-dividend ratio can attributed to variation in expected returns, only 0.8% to variation
in expected growth rates, and —2.75% to their covariance. These results are consistent with
the existing literature (Cochrane (2006), Campbell (1991)). We show in the next section
that this result is a consequence of only allowing for one frequency in expected growth rates.
Once we allow for an additional frequency in expected growth rates, which we find to be

persistent, this variance decomposition changes drastically.

5.4.4 The information content of the price-dividend ratio

The previous section shows that almost all variation in price-dividend ratios is caused by
variation in expected returns. This then raises the question how informative the filtered
series for expected returns and in particular expected dividend growth rates are to predict

future returns and dividend growth rates.

We find that (i) the predictability for returns, measured as the R-squared generated
by u}, equals 15.5% and that (ii) the predictability of dividend growth rates, measured as
the R-squared generated by g;, equals 8.0%. Note that we do not use any instruments
to achieve this predictive power. It follows naturally from the restrictions of the present-
value model. Hence, we show that the price-dividend ratio also contains information about
dividend growth rates. This contrasts the results from standard predictive regressions, which
suggest that expected returns are forecastable, but dividend growth rates are not (Cochrane
(2006)). We show that once we carefully account for the variation in expected returns via
the present-value model, the resulting component is a strong predictor of future dividend

growth rates.
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5.5 Predictability of dividend growth

5.5.1 Persistence of expected growth rates

The previous section shows that imposing a present-value model allows us to uncover a
component of the price-dividend ratio that has strong predictive power for future dividend
growth. We find that this component is not very persistent as the estimated autoregressive
parameters turns out to be negative. In this section we explore an extension of our model
in which we consider more flexible dynamics of expected growth rates. More specifically, we

allow for two frequencies for expected dividend growth rates:

gt = "o + Gut + Gt (5.52)

where both ¢;; and go follow a (near-)AR(1) process (i = 1,2):
Git+1 = Yitlit +€5iq (5.53)
Like before, we define:
Vit = AV (5.54)
Appendix 5.A.2 shows that the price-dividend ratio takes the form:
PD, = A+ Byjis + Bagre + B3 o, (5.55)

and provides the coefficients of the price-dividend ratio. Also, Appendix 5.A.2 derives the
decompositions of changes in the price-dividend ratio and realized stock returns into shocks
to expected returns, both components of expected dividend growth, and unexpected dividend

growth. Hence, this model allows for two frequencies in expected growth rates of dividends.

We estimate the model by means of maximum likelihood. The estimation results are
provided in Table 5.4 along with the bootstrapped standard errors. First, and foremost, we
find a second, much more persistent, component in expected dividend growth rates.?” The
autoregressive parameter equals 0.60 at an annual frequency, which is somewhat lower than
the value of 0.775 used in the calibration of Bansal and Yaron (2004). This suggests that
formulating a first-order autoregressive process for dividend growth seems too restrictive. It is
required to accommodate two frequencies to uncover the persistent predictable component of

dividend growth rates. Second, the R-squared values improve substantially. The R-squared

27See Bansal, Kiku, and Yaron (2006), Bansal, Gallant, and Tauchen (2007), and Lustig, Verdelhan, and
Nieuwerburgh (2007) for formal estimation and testing of the Bansal and Yaron (2004) model.
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for returns now equals 17.9% and the R-squared for dividend growth 16.1%. This suggests

that dividend growth rates are almost as predictable as future returns.

We further consider the counterfactual that expected growth rates have an autoregressive
root of 0.9 on an annual frequency. This value is not reliably different from the point estimate
reported in Table 5.4. The degree of return predictability then increases even further as
measured by the R-squared. Standard predictive regressions typically fail to detect return
predictability in the recent decade because the sharp increase in the price-dividend ratio
leads to a sharp decline in predicted returns in the 1990s. As returns in this period remained
high, this leads to large prediction errors in this period. However, when we consider a highly
persistent expected dividend growth rate, the increase in the price-dividend ratio in the 1990s
is partly attributed to an increase in the persistent component of expected growth rates and
not only to a decrease in expected returns. As such, returns in the 1990s are much better
predicted by this model. An investor that would have adhered this world-view would have

outperformed an investor who instead relied on predictive regressions.

Finally, note that Bansal and Yaron (2004) assume that the correlation between inno-
vations to the stochastic volatility process, which drives variation in expected returns, and
innovations to the long-run risk process, is zero. As such they find that the price-dividend
ratio and expected growth rates are positively correlated, i.e., a high price-dividend ratio
predicts high future dividend growth rates. In our framework, we uncover a high positive
correlation between expected returns and the persistent component of expected dividend
growth rates, both in levels and in innovations. As such a positive shock to expected growth
rates is accompanied by a positive shock to expected returns. This expected return shock
dominates leading to a drop in the price-dividend ratio. We therefore find a negative corre-
lation between the level of expected growth rates and the level of the price-dividend ratio.
If we would control for the expected return, we would indeed find a positive correlation
between expected growth rates and the price-dividend ratio, which can easily be seen from

the expression for the coefficient Bs, which is positive.

5.5.2 Why does the price-dividend ratio move?

Given the persistence of expected dividend growth rates, the variance decomposition of the
price-dividend ratio will differ substantially from our earlier results in Section 5.4.4. We now
find that 385% of the variation of the price-dividend ratio can be attributed to expected
return variation, 92.5% to the variation in the persistent component of expected growth
rates and 3.5% to the transient component of expected growth rates. As the correlation
between the persistent component of expected growth rates and expected returns is so high,

the covariances contribute substantially to the decomposition of the price-dividend ratio,
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totalling —358.3%. The remaining —22.7% can attributed to the covariance between ex-
pected returns and the transient component of expected dividend growth rates. This shows
that the standard result that all variation in the price-dividend ratio can be attributed to
expected returns, substantially alters when we allow for a persistent component in expected
dividend growth rates. The decomposition of the price-dividend ratio in these components

is displayed in Figure 5.9.

5.5.3 Why do prices move?

In Table 5.5 we reconsider the variance decomposition of unexpected returns (compare Table
5.3 for the case where expected dividend growth rates only have a transient component).
Equation (5.91) decomposes unexpected stock returns into seven components, four first-order
effects and three second-order effects. In line with the decomposition for the price-dividend
ratio, we find that shocks to the persistent component of expected growth rates significantly
contributes to the variation in unexpected returns. Also, due to the high correlation between
expected returns and the persistent component of expected growth rates, the negative covari-
ance between these two components plays a substantial role in the variance decomposition of
unexpected returns. We can conclude that allowing for two frequencies in expected growth
rates substantially alters our view of what moves the price-dividend ratio and returns. Fi-
nally, as discussed in the introduction, we decompose unexpected historical stock returns
into shocks to expected returns, the two components of expected dividend growth rates, and
shocks to unexpected dividend growth rate. The results are presented in Figure 5.8. The
main difference with Figure 5.4 is that shocks in expected returns are now accompanied by

offsetting shocks to the persistent component of expected dividend growth rates.

5.5.4 Hypothesis testing within present-value models

Our likelihood-based estimation approach facilitates straightforward hypothesis testing using
the likelihood-ratio test. Denote the log-likelihood that corresponds to the unconstrained
model by £!. The log-likelihood that follows from estimating the model under the null
hypothesis is denoted by £°. The likelihood-ratio statistic is then given by:

LR =2(L"'— L"), (5.56)

which is asymptotically chi-squared distributed with the degrees of freedom equal to the

number of constrained parameters.

As an application of this test, we formally test whether expected dividend growth contains
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a second, more persistent, frequency. The null hypothesis that corresponds to this test reads:
Hy:m =04 = pug =0, (5.57)

and the LR statistic follows a ys-distribution. The corresponding p-value equals p = 0.087.
Hence, we can reject the null hypothesis at the 10%-significance level. Furthermore, the null-
hypothesis that expected dividend growth is constant, can be rejected at the 5% significance

level.

We also performed a test for the presence of return predictability. That is, we considered
the null hypothesis that states that 6, = 0, = pg, = 0p, = 0. Consistent with the results in
Table 5.2, which reports small standard errors around 4y, 0, and pg,,, we can strongly reject

this hypothesis.

5.6 Extensions

We extend our approach in this section in several directions. In Section 6.1, we decompose
the total expected return into the short rate and the equity risk premium. Next, Section 6.2
illustrate how to incorporate information contained in other predictors to further improve

the forecasts of future returns and dividend growth rates.

5.6.1 Stochastic short rates

We now consider an extension of our model in which the expected return is decomposed into

the short rate and the equity risk premium:

ye = 0o+ Ur, (5.58)
pe = 0o+ U + flt, (5.59)

in which y; denotes the 1-year short rate and /i the (de-meaned) equity risk premium. The
unconditional average of the equity risk premium is given by oy — 6y. The dynamics of 7,

reads:
Yepr = MOV + €14, (5.60)

and the dynamics of the other variables remains unchanged. We focus on the model in
Section 2, with one frequency in expected growth rates, for ease of exposition. Extensions

that feature multiple frequencies in either the equity risk premium or expected growth rates
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are straightforward to derive. We denote the covariance of innovations to the short rate with

innovations to dividend growth by oyp.

The price-dividend ratio is now of the form:
PD, = A+ Bijiy + B2gs + B3y, (5.61)

where the coefficients are given by:

A _ 1 i o — &251 — 0[201 —f- 043(5101 -t ’ (562)
a51 + oz@l — OyD — ODyu + OZ510'yD + oz@laDM - 042(5101 —1
—A(l —ab
B, — (1~ ad)) , (5.63)
1 —ab (14+o0yp) —aby (1 +o0p,) +0yp + 0op, + 2616,
—A(l —ad
By — (1-ad) : (5.64)
1—ab (14+o0yp) —aby (1 +0p,) +0yp + 0op, + 2616,
B, — At Bioout Bsorp (5.65)

1 —ma

In this model, the shocks to the price-dividend ratio can be attributed to shocks to expected
returns, expected growth rates, and short rates. The model can be estimated in the same
way as discussed in Section 5.3. All that changes is that we add one measurement equation
for the short rates and that we use information on short rates in estimation. We find very

similar results, which are available upon request.

5.6.2 Including other predictors

So far, we introduced an efficient method to extract information on expected returns and
expected dividend growth rates from price-dividend ratios and dividend growth rates only.
We now show how to extend our model to also incorporate information contained in other
predictor variables that have been suggested in the literature, see Lamont (1998), Baker
and Wurgler (2000), Lettau and Ludvigson (2001), Lettau and Ludvigson (2005), Menzly,
Santos, and Veronesi (2004), Lustig and Nieuwerburgh (2005), Piazzesi, Schneider, and Tuzel
(2004), and Polk, Thompson, and Vuolteenaho (2006), among others. We wish to extract
the information of N predictor variables z;, z; = (xy, ..., xzn¢), that are relevant to predict
future returns and dividend growth rates. To this end, we follow Pastor and Stambaugh
(2006) and formulate our model as a predictive system. We add to the transition equation
(5.46) and two measurement equations (5.47) and (5.48) the following set of N measurement

equations:

X
Tit+1 = Qi + 1Tt + €5 441, (5.66)
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with ¢ = 1,..., N a set of N additional predictor variables and denote z; = (x4, ..., xn¢)".

We further consider the covariance structure of the innovations:

g 2 /
€1 0y Ogu 0 04
o o o? op, O
t+1 _ g iz M 1%
Var, b = . : (5.67)
St 0 opu 0p Oup
€41 Ogr Ouz OaD g
o T — T X !/ 4 3 3 3
with e, ; = (67411, -+, €X 1) Pdstor and Stambaugh (2006) show that it is the correlation

between the innovations in the other predictor variables and the other processes that allows
us to incorporate any information useful in capturing the dynamics of expected returns
and growth rates. The main advantage of using predictive systems is that we do not a
priori impose that expected returns or expected growth rates are affine functions of a set of
predictor variables. Instead, we extract any information that is useful in filtering expected
returns and growth rates via the correlation in innovations. This model can interpreted
as an extension of Pastor and Stambaugh (2006) in which we account for the present-value
relationship in estimating the predictive regression for not only returns, but also for dividend
growth. Note, however, that including other instruments makes our approach susceptible to
the selection bias as described in Ferson, Sarkissian, and Simin (2003). We therefore abstract
from taking a stance on which instruments should be included, particularly given the strong
predictability in returns and dividend growth rates that we find without specifying such

instruments.



5.7. Conclusion 219

5.7 Conclusion

We use a closed-form present-value model to estimate the time series of expected returns
and expected dividend growth rates. By imposing this economic model, we show that the
aggregate price-dividend ratio has strong predictive power for both future stock market
returns and future dividend growth, with R-squared values of 18% and 16%, respectively.
We do not rely on VAR-models with prespecified instruments to achieve this result. All the
information we use is contained in dividend growth rates and the price-dividend ratio. The
resulting time series of expected dividend growth rates turns out to have both a transient

and a persistent component.

To obtain these results, we develop a closed-form present-value model that features
time-varying expected returns, time-varying expected dividend growth rates, and potentially
stochastic interest rates. We develop a likelihood-based estimation framework to empirically
analyze the implications of our model. We show that using a present-value model resolves
the errors-in-variables problem and greatly alleviates the bias and efficiency problems that

have been widely discussed in the predictability literature.

In future work, we consider the case with stochastic volatilities and correlations to study
the risk-return tradeoff within a present-value model, which builds upon recent work by
Péstor, Sinha, and Swaminathan (2007). Also, our model can be applied to study the
time-variation in the cross-section of stock returns, as well as the variation in investment

opportunities across countries.
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5.A Derivations present-value model

5.A.1 Benchmark model

In this appendix we derive the coefficients of the present-value model in Section 5.2. We

start from the present-value relation:

PD, =1+ Et(PDtJrlDtJrl/Dt)’
1+ p;
which we rewrite to:
1+ gt D
PD, = 1+ . Mt*Et(PDtH(l +€141))

= 14+ (a+ g — ) E(PDia(1+¢1,4)).
We conjecture that the price-dividend ratio is affine in fi; and g;:
PDy = A+ Byju + Bagy.
Substitution of (5.70) into (5.83) leads to:

A+ Bifit+ Bogr = 14 (a+ g — fu)Ef((A+ Bifusr + Boges1) (1 +€01))
= 1 + (Oé + f]t - ﬂt)(A + BlguD) + OéBl(Slﬂt —+ O[Bg’ylgt.

We match the coefficients on the constant, fi;, and g,:

A = 14+ a(A+ Biouwp),
Bl = _<A+BlauD) +048151,
BQ = (A =+ BlauD) + OZBQ")/l.

These equations directly result in (5.15)-(5.17).

5.A.2 Two frequencies for expected growth rates

We decompose expected growth rates and expected returns as:

9 = 7o+ g+ Gor,
e = 0o+ [,

(5.68)

(5.69)

(5.70)

(5.71)

(5.72)
(5.73)
(5.74)
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where g1, Gos and fi; follow a (near-)AR(1) process:

Jus1 = Yuedu + 1, (5.77)
Gaet1r = Yarfor + €91, (5.78)
fus1 = Oufiy +€fy . (5.79)
Like before, we define:
Yie = A, (5.80)
Yor = A2, (5.81)
o = Moi, (5.82)
where
)\t - @

o+ Gu + Gor — fir
Recall the present-value relation:

E{(PDy1Dyy1/Dy)
L+ i

PDt:1+

9

which we rewrite to:

I+ g
PD, = 1+ : +M;Et(PDt+1(1 +e04))
= 1+ (a+gu+ o — ) E(PDia(1+e7,)). (5.83)

We conjecture that the price-dividend ratio is affine in ji; and g;:
PDy = A+ Bijiy + Bagu + Baga.
Substitution of (5.70) into (5.83) leads to:

A+ Bifiy + Bagie + Bagor = 1+ (@ + G + gor — i) Er((A + Bifiea
+Bsgiesr + Bsgorr1) (1 +€014))
= 1+ (a+ gue + Gor — 1) (A+ Bioup) + B0l
+aByy1g1 + aB3y2gar- (5.84)
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We match the coefficients on the constant, fi;, and g,:

A =1 + OZ(A + BlauD), (585)
Bl = —(A + BlauD) + 048151, (586)
BQ = (A -+ BlauD) + OZBQ")/l, (587)
Bg = (A -+ BlauD) + OéBg")/Q. (588)

The expected change of the price-dividend ratio is given by:
Ey[PDyy1] — PDy = By (014 — 1) fig + By (y1e — 1) it + Bs (v2¢ — 1) gar, (5.89)

and the unexpected change of the price-dividend ratio reads:

PDtJrl - Et (PDtJrl) = Blé‘éj‘_’_l -+ BQE%_’_l -+ B3€gt+1‘ (590)

Similarly, we can decompose the realized stock return into the conditional expected stock

return, uf = F; [Ry11], and the unexpected stock return given by:
Hi +

Biel'y ) + Baed 1 + Bsel 1 + By (PDyy) e

RtJrl =1+ ,LL: + ht , (591)
where: a )
+ g
hy = ——=. 5.92
"7 PD, -1 (5.92)
The covariance structure of the innovations is given by:
el 111 og 0 ouy 0
& 0 o2 o 0
P~ N | 03, g (5.93)
Ci+1 Ougr Oug2 Oy ODp
e 0 0 op, o0}

5.B Non-linear filters

In this appendix, we summarize the non-linear filtering techniques we use to recover the time

series of expected returns and expected dividend growth rates.
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5.B.1 Unscented Kalman filter

The unscented Kalman filter is second-order accurate in non-linear models and was first
introduced by Julier and Uhlmann (1997). We follow the notation of Wan and van der
Merwe (2001). To initialize the filter, we simulate N trajectories of ji and g to compute the

unconditional mean (gp) and variance (Fp) of g.

For each observation, we compute the time-t likelihood contribution in the following way:

e Define the augmented state vector z; 1 = (Qt,mfl, 0,0, O)/, with g;_1);—1 denoting the
filtered value of ¢;_; given the information at time t — 1. The augmented state vector

includes the filtered state and the innovations of the model. For t = 1, we have

~

%o = (§o,0,0,0)". The covariance matrix is given by:
2
Pt = I . (5.94)

e Compute the so-called sigma points:
Xt—-1 = [ 9A€t—1\t—1 i't—1|t—1 X tixr + v/ Py fi’t—l\t—l X tixr — Y/ Py ] ) (5-95)

where v = Va?L and L equals the dimension of the augmented state (4 in our case).
The vector ¢1,; denotes a (row) vector of ones and v/A refers to the Cholesky decom-

position of the matrix A. The matrix y;_; therefore has dimensions L x (2L + 1).

e Prediction step:

~X i na
gy, = — X —1,(1,: + X(2,: 7(596)
=1 LX + Xt-1,1,) — [PD;y — A — B2Xt71,(1,:)]Bl T 2
gt|t—1 - Q;Tt_lwrrw (597)
2L 9
Pt|t71 = Z Wz(C) <§§t71(¢) - gt|t71> ) (598)
1=0

where o € [le — 4, 1]. Note that g;, ; denotes a (2L + 1)-dimensional row vector. The

weights are defined as:

wim = 1-a? (5.99)
W = Wi+ (3-a?), (5.100)

wim Wi<c>:(QazL)*l,fi:L...,zL, (5.101)
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The prediction grid for dividend growth and the price-dividend ratio are given by:

ADijpl = (T4 xe-1,00) 1+ Xe-1,6); (5.102)
510(
PDX_ = A+|: :| PD_l—A—BQX, .
ot O+ Xt-1,(1,) — [PDyy — A — B2Xt—1,(1,:)]Bl ! [ ! =L, )}
T
_'_B |: — X — L, (L,
“la+ Xt-1,1,) — [PDy—1 — A — Baoxy—1,1,9] By T AL
+B1Xi—1,4,) + BaXxi—1,2,), (5.103)

and the predictions read:

ADyy = ADS,_ W™, (5.104)
PDyy = PDyj_ W™, (5.105)
Define the prediction errors in the observables:
ADX. . — ADy;_
G = tE=1() =t (5.106)
PDijtfl(i) — PDyj

The covariance matrix of the prediction errors of the observables is in turn given by:

2L
Seee = 3 WG, (5.107)
=0

and the covariance matrix of the prediction errors of the observables and the latent

process ¢ by:

2L
Eﬁ(ﬂf = ZVVi(C) (gt)Tt—l(i) - gt|t—1) Cz, (5108)
=0

Update step:

The Kalman gain can then be defined as:
K, = ZggthE&t. (5.109)

The latent state is subsequently updated using the new observations:

(5.110)

PDt - PDt|t—1

. . AD; — ADy,—
91t = Geje—1 + Ky ( ' s ) )
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and the covariance matrix of §:

Pt - Pt—l - KtZCC,th/ (5111)

The likelihood can then be constructed in the same way as in case of a standard Kalman
filter.

5.B.2 Particle filter

We also employ the particle filter to solve the filtering problem to analyze the accuracy
of the unscented Kalman filter. The particle filter has proved to be useful in economics
(see Fernandez-Villaverde and Rubio-Ramirez (2006)) and allows to account for the inherent
non-linearities of the present-value model. Section 5.B.3 provides the theoretical background,

while 5.B.4 provides further practical details on implementation.

5.B.3 Theoretical background

The inference problem is characterized by one transition equation as in (5.46):

Gi+1 = Y1eGe + Ethrla (5.112)
and two measurement equations:
Dt+1 o D
oo = 1ttt d+g)en, (5.113)
t
PDyyw = A+06u(PDy— A— Bygy) + Boyuge + Biely + Bogl 4
= w0+ Bigtyy + Baglyy, (5.114)

where the conditional expectation of PD;y, i.e., uI’?, depends only on PD; and §; using
(5.16). We use the time series of dividend growth {D,/ Dt_l}thl and price-dividend ratios

{PD;}]_, in estimation and filtering.

The aim of this section is to construct the likelihood of the observed time series to
estimate the parameters of the present-value model with maximum likelihood, and to filter
{g:} in turn. To this end, we put further structure on the innovations of the model. In
particular, we assume all innovations to be Gaussian and, for identification of the model,

that the correlation between expected and unexpected dividend growth innovations equals



Predictive Regressions:
226 A Present-Value Approach

zero. The innovations then satisfy:

9 2
€41 0y Oug 0
o 2
ety | ~ N | 031, | 00y 0 0Dy , (5.115)
D 2
S+1 0 op. op

As a result, the distribution of the innovations to g:, {D;/D;_}, and {PD,} is given by:

Jir1 — E(ge11) op Bioyy 0
PDt+1 — Et(PDt—l—l) ~ N 03><1, Blgug B%O’Z -+ 3220'3 + QBlBQO'gM (]. + gt)Bla'DM
Dy11/Dy — Ey(Dyy1/Dy) 0 (1+g:)Biop, (14 g:)%0h

The likelihood of the observed series depends in total on eight parameters that we collect in

the parameter vector ©:

0= {IYOaIYIa50a51a0-ga0-D70-u70-g/u0-Du}' (5116)

We now factorize the likelihood as:2

Ly"e) =11ty "0, (5.117)

t=1

with y; = (PDy, Dy/D;y 1), y' = {y1,...,y:} and y* = {PDy}. Subsequently, we can write:
T
Ly"e) = H€ (vel '™ 0) (5.118)
t=1

T
= H//f(ytlyt1,82,90;@)6(8§,,go|y“;@) deldgo,  (5.119)
t=1

4 : t __ g9 g
in which e} = {ef, ...,/ }.

The main complication is that the likelihood in (6.24) cannot be computed analytically
and we need to resort to numerical techniques instead. Specifically, we use simulation-based
techniques to evaluate the integrals and to construct the likelihood in turn. The main idea

is that once we have N draws that originate from the sequence of densities:

T

{(ehool v 50}, (5.120)

28The remainder of this appendix closely follows Ferndndez-Villaverde and Rubio-Ramirez (2004) and
Fernandez-Villaverde and Rubio-Ramirez (2006).
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which we denote by:

A N T
{{e;t‘l”,gélt_l’l}. } : (5.121)
=1) =1

then we can use these draws to approximate the likelihood as an application of the law of

large numbers:

T N
7:0) ~ H%ZE(M |yt~ t‘t Li ghi=t, @). (5.122)

t=1 i=1

The particle filter can be used to efficiently simulate from {f (5’;, go |yt @) }thl to approx-
imate the likelihood as in (5.122). The crucial step of the particle filter is the updating

step, i.e., how to construct N random draws, {{sg ,go } i1 from ¢ (52,90 | ot @), once we

N
have available N random draws, {{5t|t b Z, =1 -, from ¢ (52, g0 |y @). The follow-
ing proposition from Fernandez-Villaverde and Rubio-Ramirez (2004) shows exactly how this

can be accomplished.

NN
Proposition 5.1. Let {{5t‘t b gl 1’Z}i_ be N random draws from € (¢!, g0 | y*~';©). Let
B NN ,
i addition {5g,go} indicate a draw with replacement from {{st‘t b 2796“_1’2} , with q; the
i=1

probability of <{€t‘t b Z,gélt_l’l) being drawn for all i, and g given by:

(yt | Yt t|t 1z’g8\t71,i; @>

ZN (y |yt 6t|t lz’gé\t—l,i;@>

)

qy =

(5.123)

Then {é;,gé}i]il is a draw from € (¢, g0 | y'; ©).

Hence, proposition 5.1 shows that given a draw from the distribution of the innovations
and initial condition of the transition equation, and conditional on the time-(¢ — 1) infor-
mation, we can update these draws so that they correspond to a draw from the distribution

conditional on the time-t information. This requires us to resample using the ¢! probabilities.

NN
Along these lines, we can construct a sequence of draws (particles), {{52“ b Z, gé‘t_l’z }21} 5
=1) =1
from the sequence of distributions {E (eg, g |yt @) }thl. The resulting series are in turn
used to construct the likelihood as in (5.122). To simulate from the unconditional distribu-
tion of expected growth rates, we use a sufficiently long burn-in period so that the initial

conditions do not impact our estimate of the likelihood anymore.
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5.B.4 Practical implementation

In this section, we provide a brief implementation guide to the particle filter for our model.
We denote the number of particles by N. We fix N at 60,000, which is large enough to
reduce the sampling uncertainty so that it will have no impact on the final results. The

main procedure is as follows:

e Initialization: Simulate N trajectories of length Thum in of (g, 1) starting from g =

i = 0. This generates the initial distribution of both latent processes. Denote the

0]0,4

resulting state variables by ¢"""* for the initialized distribution.

e Prediction: From each of these trajectories, draw N innovation from N (0, 03), which

we indicate by ). We use these N innovations to form the prediction, i.e.:

— @ ~0[0, | _gvi
T+ goloi — ﬂ@\o,ﬂlg +er (5.124)

~1]0,i

e Filtering: We now need to incorporate the time-1 information to update our estimate
of the latent process ¢, At time 1, we observe dividend growth D;/D, and the
price-dividend ratio PD;. To this end, we first compute the resampling weights, ¢!,
which correspond to the (normalized) likelihood of (D; /Dy, PD;). In particular, these

weights are given by:

((Dy/Dy, PDy | g1 = §'10% &9 -
25:1 (D1/Dy, PDy | g1 = g'1o7 e9")

)

qy =

(5.125)

This conditional likelihood can be computed easily using (5.113) and (5.114), as (D1 /Dy, PD,£Y),
conditional on gy, are jointly normal. Intuitively, ¢! indicates how likely a particular
simulated path is, given that we observe D;/Dy and PD;. Very extreme particles that
are unlikely to lead to the observed dividend growth and price-dividend ratio receive

a small weight. Likewise, more likely particles receive a relatively larger weight.

e Sampling: In the sampling step, we actually update the filtered process ¢'1%* to g/

To this end, we draw N times, with replacement and probabilities {q}, ..., ¢!, ..., ¢V},
o . glloi

average these series to obtain the filtered series, i.e.:

from {g .., g""N1. The resulting draws are then indicated by g'". We

N

. 1 11

gm:NEgW. (5.126)
=1

e Time 2,....,T: We now iterate the algorithm from the prediction step onwards and

continue up to time 7.
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Finally, we have that by the law of large numbers:

N
U(Dy/ Dy, PD; | (D/D—y)""t, PD'Y) Z (Dy/Dy_1,PD, | (D/D_,)""', PD'7! gtlt=14,

1
=N
which allows us to construct the likelihood. These steps results in (i) a simulated likelihood
and (ii) a filtered time series of {¢;} and {/;}. We optimize the likelihood over the model
parameters. Since simulated likelihoods inevitably not differentiable, Newton-type optimizer
do not tend to work very well. Instead, we use simulated annealing to perform the optimiza-
tion. This simulation-based optimization method is designed specifically for non-monotone

functions, see Goffe, Ferrier, and Rogers (1994).

)7
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5.C Tables and figures



True value Mean  St.dev 5% 25% 50% 5% 95% RMSE

PoLs -0.0064  -0.0106 0.0060 -0.0211 -0.0141 -0.0101 -0.0066 -0.0017 0.00730
Bors, Adaptea  -0.0064  -0.0096 0.0053 -0.0191 -0.0127 -0.0091 -0.0060 -0.0019 0.00616
BuL -0.0064  -0.0088 0.0032 -0.0148 -0.0107 -0.0084 -0.0065 -0.0044 0.00405
Yo,0LS 0.02500 0.0249 0.0186 -0.0059 0.0123 0.0248 0.0376 0.0551 0.01862
“Yo,ML 0.02500 0.0248 0.0188 -0.0065 0.0124 0.0249 0.0375 0.0555 0.01882
oML 0.0600 0.0619 0.0206 0.0292 0.0485 0.0616 0.0749 0.0945 0.02071
01 ML 0.8500 0.7848 0.1001 0.6072 0.7274  0.7960  0.8514 0.9198  0.11947
0D ML 0.1400 0.1385 0.0132 0.1172 0.1293 0.1383 0.1474 0.1607  0.01332
O ML 0.0180 0.0241 0.0090 0.0118 0.0178 0.0229 0.0293 0.0401  0.01086
PuD,ML 0.0516 -0.0006 0.1329 -0.2187 -0.0919 -0.0008 0.0902 0.2169  0.14279

Table 5.1: Comparison of estimation methods

We simulate from our present-value model with constant growth rates and time-varying discount rates with the following set of parameters that are close
to the maximum-likelihood estimates: dp = 0.06, ; = 0.85, 7o = 0.025, op = 0.14, 0, = 0.018, op,, = 0.00013. We then estimate the parameters with
the following three methods: (i) OLS regression of returns on the price-dividend ratio as in equation (5.37), (ii) adapted OLS regression of returns on the
price-dividend ratio as in equation (5.41), and (iii) maximum-likelihood estimation. For the first two estimation procedures, we recover only the slope
coefficient, whereas we can estimate all parameters when we employ maximum-likelihood estimation.

soInSy pue so[qe], 'D'C

1€¢
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Panel A: Maximum-likelihood estimates

Estimate S.e. Estimate S.e.
do 0.1163 (0.0187) Yo 0.0811 (0.0173)
01 0.8243 (0.0807) 71 -0.3347 (0.4186)
o, 0.0282 (0.0192) o 0.0692 (0.0360)
PDp 0.0404 (0.1795) op 0.1030 (0.0177)
Pgp 0.7913 (0.2810)

Panel B: Implied present-value model parameters

A 27.93 o 0.96
By -136.31 By 29.10

Panel C: R-squared values

R?%eturns 155% R%w 80%

Table 5.2: Estimation results of the present-value model

We present the estimation results of the present-value model of Section 5.2. The model is estimated by
maximum likelihood, see Section 5.3, using data from 1946 to 2005 on the dividend growth rate and the price-
dividend ratio. Panel A presents the estimates of the coefficients of the underlying processes (bootstrapped
standard errors between parentheses). Panel B reports the resulting coefficients of the present-value model
(PDy = A+ Bijit + Bag:) and the constant o« = 1+ vy — dg. In Panel C, we report the R-squared values for
returns and dividend growth rates.

(1) (2) B @ 6

(1): hBiel, 110.0% -14.2% -22.9% 02%  0.3%
(2): hyBsel, -142%  2.8%  -5.2%  0.4% -0.1%
(3): ME(PDy)el, 22.9%  -52%  75.3% -3.6% 0.3%
(4): hBi(efqel, —op,)  02%  0.36% -3.6% 2.2% -0.2%
(5): hBs(ed1el)) 03% -0.1%  03% -02% 0.0%

Table 5.3: Variance decomposition of stock returns

We present the variance decomposition of unexpected stock returns. Unexpected stock returns are decom-
posed into shocks to expected returns (1), shocks to expected dividend growth rates (2), unexpected dividend
growth rates (3), and two second-order terms ((4) and (5)), see equation (5.49). We compute the time series
for each of the processes using observations on dividend growth, price-dividend ratios, and the filtered series
to construct a time series for (1)-(5). We then determine the unconditional covariance matrix.
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Panel A: Maximum-likelihood estimates

Estimate S.e. Estimate S.e.

do 0.1172  (0.0227) Yo 0.0824 (0.0215)

01 0.8404 (0.4192) " 0.5984 (0.1875)
Yo -0.7300 (0.2972)

o, 0.0399 (0.0259) Og1 0.0437 (0.0321)

PDp 0.0641 (0.2763) 042 0.0345 (0.0259)

Pugl 0.9496 (0.3988) op 0.1026 (0.0181)

Prg2 0.3069 (0.3829)

Panel B: Implied present-value model parameters

A 26.82 o 0.96
By -142.70 By 15.85
B3 59.10

Panel C: R-squared values

R%%eturns 179% R%w 16. 1%

Table 5.4: Estimation results of the present-value model with two frequencies for expected
growth rates

We present the estimation results of the present-value model of Section 5.5. The model is estimated by
maximum likelihood, see Section 5.3 using data from 1946 to 2005 on the dividend growth rate and the price-
dividend ratio. Panel A presents the estimates of the coefficients of the underlying processes (bootstrapped
standard errors between parentheses). Panel B reports the resulting coefficients of the present-value model
(PDy = A+ Byjiy + Bagit + Bsgor) and the constant o = 1 + 49 — dg. In Panel C we report the R-squared
values for returns and dividend growth rates.
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(1) 2 0 @ 6 6 (@

(1) hByel, 269.9% -117.9% 0.3% -31.9% -4.9% 2.3% 0.0%
(2): huBogd iy 117.9%  51.8%  02%  101%  22% -1.0% 0.0%
(3): huBseh i 03%  02% 05% -57% 0.0% 0.0% 0.0%
(4): hE,(PDyyy)el, 31.9%  101% -5.7%  70.6% -1.6% 0.6% 0.1%
(5): hBi(elel, —op,)  -49%  22%  0.0% -1.6% 48% -21% 0.1%
(6):  hiBa(ed 112Dy 23%  -1.0% 0.0% 06% -21% 0.9% 0.0%
(7): huBs(h 165 0.0%  00% 00% 01% 0.1% 0.0% 0.0%

Table 5.5: Variance decomposition of stock returns

We present the variance decomposition of unexpected stock returns. Unexpected stock returns are decom-
posed into shocks to expected returns (1), shocks to the persistent component of expected dividend growth
rates (2), shocks to the transient component of expected dividend growth rates (3), unexpected dividend
growth rates (4), and three second-order terms ((5), (6), and (7)), see (5.91). We compute the time series
for each of the processes using observations on dividend growth, price-dividend ratios, and the filtered series
to construct a time series for (1)-(7). We then determine the unconditional covariance matrix.



300 x I
2500~
2000-
1500—
1000~

500

T

- dls estimaté = 1/Bla

0 \ | | \ \
-0.04 -0.035 -0.03 -0.025 -0.02 -0.015 -0.01 -0.005 0 0.005 0.01 0.015 0.02

300 x x x x x x x * * —
-Adapted ols estimatg = 1/Bl

2000 .

1000~

0 \ | \ \
-0.04 -0.035 -0.03 -0.025 -0.02

0.005 0.01 0.015 0.02

300 T T T T T K T T
- ML estimatep = 1/Bl in pv model
2000~ =
1000- =
0 | | | | | | |
-0.04 -0.035 -0.03 -0.025 -0.02 -0.015 -0.01 -0.005 0 0.005 0.01 0.015 0.02

Figure 5.1: Histograms of three estimators

Histograms of three estimators for § = 1/Bj in the present-value model with constant growth rates and time-varying discount rates: (i) OLS regression
of returns on the price-dividend ratio as in equation (5.37), (ii) adapted OLS regression of returns on the price-dividend ratio as in equation (5.41), and
(iii) maximum-likelihood estimation.
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- - -Realized return
-0.2r — u: from present value model \
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Figure 5.2: Time series of realized and expected returns

We plot the time series of realized and expected returns (p)) over the sample 1946-2005. The red solid
line corresponds to the filtered expected return series from the present-value model. The black dotted line
represents the fitted values from a predictive regression of realized returns on the price-dividend ratio. The
green dashed line corresponds to realized returns.
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Figure 5.3: Time series of realized and expected dividend growth rates

We plot the time series of realized and expected dividend growth rates (g;) over the sample 1946-2005. The
red solid line corresponds to the filtered series from the present-value model. The black dotted line represents
the fitted values from a predictive regression of realized dividend growth rates on the price-dividend ratio.
The green dashed line corresponds to realized dividend growth.
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Figure 5.4: Decomposition of unexpected returns: first-order effects

We plot the unexpected return in the top panel. In the bottom panel we plot, in color, the first-order contribution to the unexpected return for the three
types of shocks (1%, g and unexpected dividend growth) as given in equation (5.28). The first-order effect of the unexpected return contribution of &},
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Figure 5.5: Decomposition of unexpected returns: second-order effects
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Figure 5.6: Price-dividend decomposition
We decompose the demeaned price-dividend ratio, given by (PD; — A), into the contribution of expected
returns, given by Bjji;, and the contribution of expected dividend growth rates given by Bagy.
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Figure 5.7: Conditional correlation between expected and unexpected returns
Conditional correlation between expected and unexpected returns computed as the ratio of expression (5.31)
and the conditional standard deviations of expected returns (o,) and realized returns (see equation (5.30))
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Figure 5.8: Decomposition of unexpected returns: first-order effects

We plot the unexpected return in the top panel. In the bottom panel we plot, in color, the first-order contribution to the unexpected return for the
three types of shocks (u*, g2 and unexpected dividend growth) as given in equation (5.28). We omit the shocks to g; for expositional reasons as they are
negligible due to the low persistence of this component of expected growth rates. The first-order effect of the unexpected return contribution of &}’ 41 is
given by e} | Bih; (recall that By is negative), of €7, it is given by gg,t+lB3ht (recall that Bj is positive), and of e, it is given by ef | E; (PDy41).
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Figure 5.9: Price-dividend decomposition
We decompose the demeaned price-dividend ratio, given by (PD; — A), into the contribution of expected
returns, given by Bjji;, the contribution of the persistent component of expected dividend growth rates

Bs g1+, and the transient component of expected dividend growth rates given by Bsgs;.






Chapter 6

The Cross-section of Managerial
Ability and Risk Preferences

Abstract

I use structural portfolio management models to study the joint cross-sectional distribution of man-
agerial ability and risk preferences using manager-level data. The economic restrictions following
from theory imply that (i) fund alphas reflect the managers ability and risk preferences and that
(ii) information in second moments of fund returns can be used to estimate both attributes. The
estimation relies on a novel framework to empirically analyze dynamic portfolio-choice models.
The findings are twofold. First, the restrictions implied by recently-proposed models of managerial
preferences are strongly rejected in the data. Second, introducing relative-size concerns into the
managers objective delivers plausible estimates and is formally favored over the standard models
and reduced-form performance regressions. Based on this model, I document large and skewed het-
erogeneity in risk preferences, but less dispersion in ability. Risk aversion and managerial ability
are highly positively correlated. Finally, ignoring heterogeneity can lead to large welfare losses for
an individual investor who allocates capital to actively-managed mutual funds.

6.1 Introduction

An investor’s decision to allocate capital to actively-managed funds relies on the premise
that mutual fund managers are endowed with skills that enable them to outperform a pas-
sive investment strategy. This premise has spurred a large literature aimed at measuring
managerial ability and at characterizing the cross-sectional distribution of managerial tal-
ent.! The recent view contends that there is a small fraction of managers who are able to
significantly recuperate fees and expenses.? However, ever since Jensen (1968), the typical
approach is to rely on performance regressions to measure skill. In such performance re-

gressions, mutual fund returns in excess of the short rate are regressed on a constant and

! Jensen (1968), Gruber (1996), and Carhart (1997).
2Kosowski, Timmermann, Wermers, and White (2006), Cremers and Petajisto (2007), Kacperczyk, Sialm,
and Zheng (2005), Elton, Gruber, and Blake (2007).
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a set of excess benchmarks returns. The intercept of the performance regression, the man-
ager’s alpha, is then taken as a measure of ability.> This reduced-form approach ignores that
fund returns are the outcome of a portfolio management problem. In structural portfolio
management models, the manager’s ability shapes her investment opportunity set, while the
manager’s preferences determine which portfolio is chosen along this investment opportunity
set. The fact that a manager chooses along the investment opportunity set that depends
on her ability points to two important dimensions of heterogeneity: managerial ability and
risk preferences. It turns out that the standard alpha reflects both managerial ability, as
defined by the price of risk on the active portfolio,* and risk preferences. I show that the
restrictions implied by structural portfolio management models can be used to disentangle
both attributes. As such, this paper is the first to impose the economic restrictions following
from theory to recover the joint cross-sectional distribution of managerial ability and risk

preferences.

The controversy surrounding the existence of managerial ability is largely the result of
inefficient inference.® Tt is well known that averaging (risk-adjusted) returns over short time
spans leads to noisy estimates (Merton (1980)). Hence, the estimated cross-sectional dis-
tribution of managerial ability reflects not only true heterogeneity, but also, and perhaps
predominantly, estimation error. The restrictions implied by structural portfolio manage-
ment models lead to much sharper estimates of managerial ability and risk aversion because
they exploit information in the volatility of fund returns and in the covariance of fund returns
with benchmark returns. By combining these estimates, I recover the cross-sectional distri-
bution of the standard performance measure, alpha. Figure 6.2 displays the cross-sectional
distribution of fund alphas following from performance regressions (top panels) and struc-
tural estimation (bottom panels), both before (left panels) and after fees and expenses (right

panels).

The distribution following from the structural model displays considerably less dispersion;
its variance is three times smaller than in the case of standard performance regressions. For
13% of the managers, I find that their alpha is significantly higher than fees and expenses
at the 5% significance level while this number drops to 9% if I would rely on standard

3 Alternatively, risk adjustments are performed by comparing fund returns to portfolios with matched
characteristics (Daniel, Grinblatt, Titman, and Wermers (1997)). Also in this case, risk-adjusted returns are
averaged to gauge the manager’s skill.

4DeTemple, Garcia, and Rindisbacher (2003) and Munk and Sgrensen (2004) show that the manager’s
investment opportunity set can be summarized by the instantaneous short rate and prices of risk in a
continuous-time economy. Nielsen and Vassalou (2004) show that if an investor has to select one fund, then
she will prefer the one that has the highest price of risk. This makes the price of risk on the active portfolio
a natural measure of ability motivated by portfolio-choice theory.

*Pastor and Stambaugh (2002b), Lynch and Wachter (2007a), and Lynch and Wachter (2007b) propose
to use longer samples of benchmark returns to sharpen the estimates. Managerial ability is still estimated
by averaging risk-adjusted returns over short periods.
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performance regressions.

As a point of departure, I analyze two existing models of managerial preferences. In the
first model, the manager derives utility from mutual fund returns in excess of a benchmark.%
The manager’s ability and her risk preferences can be recovered from the fund’s beta (passive
risk) and the amount of residual risk (active risk), and together imply its alpha. The resulting
estimates of ability are precisely measured, but implausibly high. The implied distribution
for alpha ranges from 6% to 12% on an annual basis. In the second model, the manager
derives utility from assets under management, which is motivated by her compensation
scheme (Elton, Gruber, and Blake (2003)). Assets under management fluctuate because
of internal growth (mutual fund returns) and external growth (performance-sensitive fund
flows). In addition, stellar (below-par) performance may trigger promotion (demotion) to a
larger (smaller) fund.” It turns out that such incentives have little impact on the manager’s
optimal strategies in the relevant range of risk aversion. The manager therefore acts as
if she cares only about internal growth. The resulting model has its own problems: the
manager’s risk aversion is mechanically centered around the Sharpe ratio of the benchmark
return divided by its volatility. This has the undesirable consequence that the risk aversion
of a given manager who controls multiple funds in different styles changes in a predictable
manner across styles. As such, the resulting estimates no longer reflect risk aversion. The
first important finding of this paper is therefore that the cross-equation restrictions implied
by standard models of delegated management lead to economically implausible estimates of

either managerial ability or risk aversion.

I propose an alternative model of managerial preferences, which imputes a concern for the
relative position in the cross-sectional asset distribution into the preferences of the manager.
I call this position the “fund’s status.” Managers are concerned about the amount of assets
they have under management relative to their peers, and derive additional utility when
they control larger funds. The status model nests the two standard models. I allow for
different curvature parameters over assets under management and over fund status. The
former preference parameter can be interpreted as risk aversion over passive risk while the
latter measures risk aversion over active risk. The idea of different risk aversion parameters
resonates with the views of Bob Litterman:

Some authors observing this perplexing use of active risk have concluded that investors
actually have two separate risk aversions, one with respect to market risk, and another,

6This model has been studied in Roll (1992), Becker, Ferson, Myers, and Schill (1999), Chen and Pennacchi
(2007), and Binsbergen, Brandt, and Koijen (2007).

"Brown, Harlow, and Starks (1996), Chevalier and Ellison (1997), Sirri and Tufano (1998), Chevalier
and Ellison (1999b), Busse (2001), Goriaev, Nijman, and Werker (2005), Cuoco and Kaniel (2006), Basak,
Pavlova, and Shapiro (2007b), Basak, Pavlova, and Shapiro (2007a), Chen and Pennacchi (2007), Dangl,
Wu, and Zechner (2007), Hu, Kale, Pagani, and Subramaniam (2007), Hugonnier and Kaniel (2007), and
Chapman and Xu (2007) study the role of direct and indirect incentives.
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much higher risk aversion, to active risk. ... Alternatively, one might explain the active
risk puzzle to be the result of an aversion on the part of fund managers to taking career
(sometimes called “peer”) risk that would arise if they were to create the opportunity
for too much underperformance relative to their strategic benchmark. In this case, two
different risk aversions make sense because they apply to very different risks faced by
different individuals.®

The two curvature parameters and the fund’s status together imply an estimate for the
manager’s coefficient of relative risk aversion. Unlike the vast majority of models of delegated
portfolio management, the status model is not homogenous in assets under management.
It therefore predicts different risk-taking behavior for small and large funds. The two key
consequences are that larger funds take on less active risk and that fund alphas are negatively
related to fund size. Both are stylized facts documented in the empirical mutual fund
literature, and neither can be explained by existing models.” This lends further credibility to
the utility specification. The status model also makes contact with models where households
derive utility from their position in the wealth or consumption distribution.!® If status
concerns matter at all, the mutual fund industry is likely to be the environment where such

concerns are the most powerful and therefore easiest to identify.!!

The status model leads to a plausible cross-sectional distribution of managerial ability
and risk aversion as summarized in Figure 6.3. The horizontal axis displays the implied
coefficient of relative risk aversion, and the vertical axis shows the price of risk on the active
portfolio, which is my measure of ability. The median coefficient of relative risk aversion
equals 2.51, its mean 5.16, and its standard deviation 7.69. The median price of risk on
the active portfolio (to be read as a Sharpe ratio) equals .14, the mean is .28, and the
standard deviation .38. Both distributions are right-skewed. In addition, managerial ability
and risk aversion are highly positively correlated; their unconditional correlation is about
80%. Skilled managers are likely to be conservative. I show that this correlation is consistent
with selection effects that arise when managers have a riskless outside option. Less talented
managers only opt into the actively-managed mutual fund industry if they are sufficiently

aggressive.

8 “The Active Risk Puzzle: Implications for the Asset Management Industry,” Goldman Sachs Asset
Management Perspectives, March 2004.

9Chevalier and Ellison (1999b) document the relation between fund size and risk-taking and Chen, Hong,
Huang, and Kubik (2004) the link between fund performance and fund size.

10See Robson (1992), Zou (1994), Zou (1995), Bakshi and Chen (1996), Carroll (2000), Becker, Murphy,
and Werning (2005), and Roussanov (2007). These models are referred to as “spirit-of-capitalism” models.
It also relates to the external habit model of Campbell and Cochrane (1999) and Shore and White (2006)
and to the matching models with status concerns of Cole, Mailath, and Postlewaite (2001). Goel and Thakor
(2005) study the implications of status concerns for corporate investment decisions.

1 One hypothesis is that status concerns are hard-wired in the manager’s preferences. Alternatively, rank
concerns may arise due to strategic interaction among fund managers (Basak and Makarov (2007)). Sirri
and Tufano (1998) discuss the importance of mutual fund rankings for fund flows.
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There are interesting differences in the joint distribution across the various investment
styles. Given the attention asset pricing devotes to market capitalization and book-to-
market ratios, it is interesting to compare the large/value and small/growth styles. The left
panel of Figure 6.4 displays the estimated cross-sectional density of the coefficient of relative
risk aversion for both investment styles. The median growth manager is more aggressive
(median risk aversion equals 1.49) than the median value manager (median equals 3.95). The
density of growth managers has much fatter tails: a substantial share of growth managers
display considerably higher risk aversion than value managers. For the same groups of
managers, the right panel of Figure 6.4 depicts the cross-sectional density of managerial
ability. The average growth manager is more skilled, and this ordering prevails for higher-
ranked managers in the tails. More generally, I analyze how cross-sectional variation in risk
aversion and ability relates to observable characteristics. I find that ability is negatively
related to fund size'? and stock holdings, and positively related to the manager’s tenure
and asset turnover. Risk aversion is negatively related to fund size, expenses,'® and stock
holdings. In both cases, observables only account for a limited fraction of cross-sectional

variation, leaving considerable unobserved heterogeneity.

The estimates of managerial ability and risk aversion follow from joint assumptions about
the financial market and the manager’s preferences. I formally show that the status model
significantly improves upon the two standard models of delegated portfolio management.
Perhaps more importantly, the status model is favored over performance regressions. This
implies that the conditional distribution of the status model provides a better description
of fund returns than performance regressions for which the conditional and unconditional
distribution coincide. Therefore, the status model is able to capture important dynamics of

mutual fund strategies that performance regressions cannot.

The average coefficient of relative risk aversion across managers varies over time due to
variation in the amount of assets under management and variation in the cross-sectional asset
distribution. Given the link that exists between risk aversion and the equity risk premium
in equilibrium asset pricing models (Campbell and Cochrane (1999)), it is interesting to
relate both time series. I measure the equity risk premium using the apparatus developed
in Binsbergen and Koijen (2007). The time-series variation in risk aversion that I estimate
from the universe of mutual fund managers tracks the equity risk premium; their correlation
is 62% (see Figure 6.5).

12Chen, Hong, Huang, and Kubik (2004) document this negative relation for fund alphas, which are a non-
linear function of preferences and ability. I show that even after correcting for heterogeneity in preferences,
managerial ability relates negatively to fund size.

13The relation between expenses and both managerial ability and risk aversion is consistent with the
equilibrium model of Berk and Green (2004) because the implied fund alphas relate positively to ability and
negatively to risk aversion.
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In conclusion, the second important finding of this paper is that introducing relative-
size concerns into the manager’s objective delivers plausible estimates of managerial ability
and risk aversion, and is formally favored over the standard models and over reduced-form

performance regressions.

I quantify the economic importance of heterogeneity by solving for the optimal allocation
to the style benchmark and actively-managed mutual funds.'* An investor who ignores
heterogeneity incurs a loss in certainty-equivalent wealth of up to 4% per annum, depending
on the investor’s risk preferences. An investor who relies on reduced-form performance
regressions to quantify heterogeneity still experiences a loss that can exceed 1% per annum.
This underscores the economic importance of accounting for heterogeneity in ability and risk

preferences using efficient inference methods.

I develop a novel econometric approach to bring the models to the data. The finance
literature typically restricts attention to infinite-horizon models, but they are inappropriate
for the problem at hand. Because the optimal policies in dynamic finite-horizon models
are often unknown in closed-form, one has to rely on numerical dynamic programming.
Estimating structural parameters in combination with a finite-horizon dynamic programming
method is computationally (nearly) infeasible. The problem gets worse with multiple assets.
The main technical contribution of this paper is to develop an estimation method that relies
on the martingale method for continuous-time models in complete markets (Cox and Huang
(1989)). The estimation method provides a powerful tool to formulate the likelihood and
enables me for the first time to estimate dynamic finite-horizon models. One additional
advantage is that the computational burden is independent of the number of assets. Koijen
(2007) explains the method in a simple model and illustrates its accuracy. The method may
well prove useful to estimate (i) the cross-sectional distribution of managerial ability and
risk preferences in the hedge fund industry (Panageas and Westerfield (2007)), (ii) dynamic
games (Basak and Makarov (2007)), and (iii) corporate finance models that can be solved by
martingale methods. Since the method is likelihood-based, it can be used with both classical
or Bayesian estimation procedures.'® Finally, to estimate the models, I construct a manager-

level database that covers the period 1992.1 to 2006.12.'6 Manager-fund combinations are

14 Admati and Pfleiderer (1997), Vayanos (2003), and Binsbergen, Brandt, and Koijen (2007) consider the
case in which only the risk preferences of the manager are unknown.

15Baks, Metrick, and Wachter (2001), Pastor and Stambaugh (2002a), and Avramov and Wermers (2006)
use Bayesian methods to derive the optimal allocation to actively-managed funds. The approach developed
in this paper can extend these studies in at least two directions. First, the investor forms prior beliefs over the
coefficients of a performance regression, ignoring the cross-equation restrictions. The economic restrictions
can discipline the set of viable priors. Second, the investor learns about ability from first moments, which
is inefficient. By taking a structural approach, the investor can learn more efficiently. This increases the
discrepancy between the predictive density and the investor’s prior views.

60ther studies that construct a manager-level database are Baks (2006), Evans (2007), and Kacperczyk
and Seru (2007).
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allocated to one of nine investment styles that differ by size and book-to-market orientation.

While the finance literature has been focussing primarily on quantifying managerial abil-
ity, recovering risk preferences is an important question in the economics literature. Most
estimates follow from game shows (Gertner (1993), Metrick (1995), and Assem, Baltussen,
Post, and Thaler (2007)), horse races (Jullien and Salanié (2000)), car insurance markets
(Cohen and Einav (2007)), labor supply decisions (Chetty (2006)), hypothetical income
gambles (Kimball, Sahm, and Shapiro (2007)), or experiments.!” Most closely related is the
consumption-based asset pricing literature, which uses the household’s Euler condition to
estimate preference parameters. I propose to use the first-order conditions of fund managers
to estimate ability and risk preferences. The mutual fund industry provides a great labo-
ratory wherein to recover risk preferences for at least two important reasons.!® First, fund
managers routinely take decisions under uncertainty. This implies that I observe a series
of decisions by the same manager to estimate risk preferences. Second, the decisions made
by the manager involve non-trivial sums of money and have non-trivial implications for the
manager’s career. In addition, as argued by Cohen and Einav (2007), it is important to
estimate risk preferences in the environment in which they will be applied. Estimates of risk
aversion are of considerable practical relevance in the context of an investor’s decision to

allocate money to actively-managed funds and in the context of mutual fund valuation.'®

The paper proceeds as follows. Section 6.2 describes the data. I provide details on
the financial market model in Section 6.3. Section 6.4 introduces two standard models of
delegated portfolio management and derives the cross-equation restrictions that are implied
by theory. Next, Section 6.5 discusses the econometric approach and Section 6.6 provides
the empirical results for the benchmark models. Section 6.7 introduces the status model and
Section 6.8 contains the empirical results for this model. I study the economic importance

of heterogeneity for asset allocation decisions in Section 6.9. Finally, Section 6.10 concludes.

6.2 Data

Data sources I combine data from three sources. First, monthly mutual-fund returns

come from the Center for Research in Securities Prices (CRSP) Survivor Bias Free Mutual

17 Andersen, Harrison, Lau, and Rutstrom (2005) discuss the applicability of results obtained from exper-
iments to real-life settings.

18Becker, Ferson, Myers, and Schill (1999) estimate a structural model of delegated management, but they
impose the restrictions only on the benchmark allocation.

YBoudoukh, Richardson, Stanton, and Whitelaw (2004), Huberman (2007), and Dangl, Wu, and Zechner
(2007) develop models of mutual fund valuation. These models can be extended with the preference spec-
ifications in this paper to study how heterogeneity in managerial ability and risk preferences impact fund
valuation.
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Fund Database. The CRSP database is organized by fund rather than by manager, but
contains manager’s names starting in 1992. I use the identity of the manager to construct a
manager-level database. The sample consists of monthly data over the period from January
1992 to December 2006. Data on the Fama and French size (SMB) and book-to-market
(HML) portfolios, Carhart (1997)’s momentum factor, and the short-rate data also come from
CRSP. Second, manager-fund combinations are allocated to investment styles. I consider
different approaches for robustness (discussed below). In one approach, I use the benchmark
mapping from Cremers and Petajisto (2007).2° Third, benchmark returns are obtained from

Datastream.

Sample selection 1 apply several screens to the mutual-fund data to obtain a sample
of active domestic-equity portfolio managers. I first classify the funds by the investment
objectives “Small company growth,” “Other aggressive growth,” “Growth,” “Growth and
income,” and “Maximum capital gains” using the Wiesenberger, ICDI, or Strategic Insight
Codes (Péstor and Stambaugh (2002b)). All funds that cannot be classified are omitted
from the sample.?’ T drop funds that have an average total equity position (common plus
preferred stock) smaller than 80% in order to focus on all-equity funds. I also drop fund
years for which the total net assets are smaller than $10 Million. I omit observations for
which the manager’s name is missing and the years for which no information on returns or
total net assets is available. I only include fund years for which the fund is “Active” in the

nomenclature of Cremers and Petajisto (2007).

Several screens are specific to the manager-level database. First, manager names in
the CRSP database can take three forms: a manager/management team is (i) fully identi-
fied, (ii) partly identified, or (iii) fully anonymous. For the partly identified or anonymous
management teams, I consider separately each team that manages a different fund.??> This
presumably overstates the number of anonymous management teams in the mutual fund
industry, but there is no alternative way to match such (partly) unidentified teams. I focus
for most of the analysis on funds for which the manager/management team is fully iden-
tified. Managers are matched on the basis of their names. Names in the CRSP database
are, however, often misspelled and abbreviated in different ways. [ first use a computer
algorithm that detects commonly made errors. I then manually check all funds carefully

and code them consistently. Further, the manager’s starting date in the CRSP database is

20T am grateful to Martijn Cremers and Antti Petajisto for sharing the data on the benchmark mapping.
If w;; denotes the weight at time ¢ in stock 4, and wft the corresponding weight in benchmark b, then the
active share relative to benchmark b is defined as: AS;(b) = % ilil ‘wit — wft‘ . In addition, they define a
fund to be active when the active share exceeds 30% and when the name does not contain “Index” or “Idx.”

21This selection excludes international funds, bond funds, money market funds, sector funds, and funds
that do not hold the majority of their securities in US equity.

22Massa, Reuter, and Zitzewitz (2007) study the role of anonymous teams in delegated asset management.
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subject to substantial measurement error (Baks (2006)). I remove a fund from a manager’s
career profile when the starting date contains inconsistencies (Baks (2006) and Kacperczyk
and Seru (2007)).

US mutual funds typically have multiple share classes associated with different fee struc-
tures.?? Consistent with the literature, I merge different share classes: I construct value-
weighted returns, loads, expense ratios, and 12B-1 fees,?* fraction in stocks, and cash using
the total net assets of the different share classes to construct the weights. I select the other
variables from the share class that has the highest total net assets (Cremers and Petajisto
(2007)). Finally, several managers manage multiple funds at the same time. For funds that
are compared to the same benchmark, I merge the return using the fund’s total net assets to

weigh them. When funds operate in different styles, I keep them as separate observations.

Mutual fund costs CRSP mutual fund returns are net fees and expenses, but computed
before back- and front-end loads. To focus on true managerial ability, I compute gross
returns by adding back expense ratios in line with Wermers, Yao, and Zhao (2007). I sum

the annual expense ratio divided by 12 to each monthly return in a particular year.

Benchmark selection The prime motivation for benchmarking is to disentangle manage-
rial skill and effort from the reward of following passive strategies.?> Benchmark selection is
notoriously difficult, regardless of whether one relies on regression techniques, matched char-
acteristics, or self-reported benchmarks.?® I employ two procedures to identify the benchmark
for each manager-fund combination; one is regression-based and the other is holdings-based.
In the first approach, I regress mutual fund returns on benchmark returns, both in excess of
the short rate, and select the benchmark that maximizes the R-squared. Alternatively, I use
the method of Cremers and Petajisto (2007), which selects the benchmark that minimizes
the active share of the fund. This approach leads to a benchmark that has the highest
overlap with a fund’s holdings. In this paper, I report all results for the regression-based

approach. The main results are insensitive to the benchmark selection methodology.

I consider a set of nine benchmarks that are distinguished by their size and value orienta-
tion. For large-cap stocks, I use the S&P 500, Russell 1000 Value, and Russell 1000 Growth;
for mid-cap stocks, I take the Russell Midcap, Russell Midcap Value, and Russell Midcap

ZNanda, Wang, and Zheng (2007) study the share-class structure of mutual funds.

2412B-1 fees cover expenses related to selling and marketing shares, see Barber, Odean, and Zheng (2005).

25 Admati and Pfleiderer (1997), Binsbergen, Brandt, and Koijen (2007), and Basak, Pavlova, and Shapiro
(2007a) discuss advantages and disadvantages of benchmarking.

26Chan, Dimmock, and Lakonishok (2006) and Sensoy (2007) provide results on different benchmark
selection methodologies. Brown and Goetzmann (1997) provide an interesting alternative regression-based
selection methodology.
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Growth; for small-cap stocks, I select the Russell 2000, Russell Value, and Russell 2000
Growth. The style indexes are taken from Russell, in line with Chan, Chen, and Lakonishok
(2002) and Chan, Dimmock, and Lakonishok (2006).%

Summary statistics The sample consists of 3,694 unique manager-fund combinations of
3,163 different managers who manage 1,932 different mutual funds. For 1,273 manager-fund
combinations I have more than three years of data available. I impose a minimum data
requirement of three years to estimate all models so that performance regressions deliver
reasonably accurate estimates. The left panel of Table 6.3 displays the allocation of manager-
fund combinations to the nine styles for the full sample, the right panel for manager-fund
combinations for which at least 3 years of data is available. One fifth of the managers
are compared to the S&P 500.28 The benchmarks are relatively equally divided across the
size dimension, with a small tilt towards large-cap benchmarks. The majority of the large-
cap funds are neutral in the value-dimension, but the medium- and small-cap funds are

predominantly growth-oriented.

Table 6.4 provides summary statistics for the total net assets under management (TNA),
total net assets of the fund family (as defined in Chen, Hong, Huang, and Kubik (2004)),
family size (the number of funds that belong to the fund family), expense ratio, 12B-1 fees,
the total load (the sum of maximum front-end load fees and maximum deferred and rear-end
load fees), cash holdings as reported by the fund, stock holdings as reported by the fund
(the sum of common and preferred stock), manager’s tenure, fund age, and annual turnover.

The summary statistics are broadly consistent with prior studies.

6.3 Financial market

The manager’s asset menu contains three assets. The first asset is a cash account that trades

at price SP. The cash account earns a constant interest rate 7 and its dynamics satisfy:

ds) = SPrdt. (6.1)

2"The correlation with the corresponding style index from Standard and Poor’s is in all cases higher than
96.5%, measured over the full sample period.

28Elton, Gruber, and Blake (2003) find that managers that have explicit incentives in their compensation
schemes are compared to the S&P 500 in 44% of the cases. This suggests that this benchmark is either more
popular with managers who receive incentive compensation, or that managers deviate from their stated
objectives. Sensoy (2007) provides evidence that managers deviate from the benchmarks reported in the
prospecti of these funds.



6.3. Financial market 255

The second asset is the benchmark portfolio with price SP:
dStB == StB (T -+ O'B)\B) dt + StBO'BdZtB, (62)

where A\p is the price of risk, op the standard deviation of the benchmark portfolio, and
ZP a standard Brownian motion. The coefficients are assumed to be constant during the
investment period.?? Third, manager i can trade a manager-specific active portfolio with
price S#. Without loss of generality, I assume that the active asset does not carry any

systematic risk. The dynamics of the active portfolio read:
dS; = Si (r + oaida;) At + SioadZ;. (6.3)
I take the price of risk on the active portfolio, \4;, as the measure of managerial ability.?"

0 4; denotes the volatility of the active portfolio.

It would be straightforward to extend the model with a set of passive portfolios that
can easily be replicated by managers, like momentum, which are typically not considered to
reflect skill.

Benchmark portfolio, assets under management, and state-price density The
benchmark portfolio is given by the two-dimensional vector V' = (v, 0)" of portfolio weights.
The remainder, 1 — v, is allocated to the cash account.®® The value of the benchmark at

time t is denoted by B;. The benchmark dynamics read:
dBt = Bt ('I" + UO’B)\B) dt + BtUO'BdZtB. (64)
Assets under management at time ¢, A;;, evolve according to:

ddy = Ay (r+afopp +ayoada) dt + AyafopdZ) + AyxioadZi

29Koijen (2007) discusses extensions of the econometric framework to accommodate time-varying interest
rates and prices of risk during the investment period. For tractability, I assume the parameters to be constant
during the investment period of one year. I update the short rate on an annual basis.

30The model can easily be set up by allowing the manager to trade J stocks with different prices of risk.
However, in all models I consider, the manager will perfectly diversify the active portfolio leading to a single
active portfolio (see Chen and Pennacchi (2007) and Basak, Pavlova, and Shapiro (2007b)). The formation
of the active portfolio becomes important in models of costly information acquisition (Van Nieuwerburgh
and Veldkamp (2007)). In this case, the active portfolio will not be perfectly diversified, as costly learning
capacity is allocated to a few stocks only.

31T assume fixed benchmark weights. Binsbergen, Brandt, and Koijen (2007) show that benchmarks with
constant weights can alleviate most efficiency losses that arise in a decentralized investment management
environment. Basak, Pavlova, and Shapiro (2007a) provide a similar result for a manager that shifts risk in
response to incentives. Both studies suggest there is little need for dynamic benchmarks.
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where Z and 27} are the fractions invested in the benchmark and active portfolio, x; =
(xﬁ,xﬁ)/, ¥ = diag(op, o), Ai = (Mg, Aa)’, and Z; = (ZtB,ZZﬁ‘)/. The asset dynamics

excludes fund flows from outside investors, which I will discuss in detail in Section 6.4.2.

The state-price density at time ¢ of manager i is denoted by ;. The state-price density

plays a key role in the econometric approach and its dynamics satisfy:
dpir = —pirrdt — i NidZiz, poi = 1. (6.6)

I will omit the subscripts i for the remainder of the paper for notational convenience. How-
ever, note that A\, o4, and Z#, and correspondingly S7, x;, and ¢;, are manager-specific.

The remaining parameters are common across all managers in a particular style.

6.4 Standard models of delegated management

As a point of departure, I consider two standard models of delegated portfolio management
that have been suggested in the literature in Section 6.4.1 and 6.4.2. Section 6.4.3 derives

the cross-equation restrictions that are implied by theory.

6.4.1 Relative-return preferences

The first model assumes that the manager derives utility from assets under management

()]

where 7 is the coefficient of relative risk aversion. This model captures, in a reduced-

relative to the value of the benchmark:

max Fj
(ms)se[o,T]

form, that the manager’s performance and ultimately her compensation is relative to a
benchmark.3? The optimal strategy is a constant-proportions strategy (Binsbergen, Brandt,
and Koijen (2007)):
L1 Nl 1
==Y YA+ (1—-—|V. (6.8)
7y Y
It combines the mean-variance portfolio and the benchmark portfolio. The two portfolios
are weighted by the coefficient of relative risk aversion. Consistent with the standard inter-

pretation in the investment industry, infinitely risk-averse agents (that is, v — oo) hold the

32Binsbergen, Brandt, and Koijen (2007) and Chen and Pennacchi (2007) provide some further motivation
for these preferences.



6.4. Standard models of delegated management 257

benchmark (z* = V).

6.4.2 Preferences for assets under management

The standard model The second model assumes that the manager derives utility from

assets under management:

1

max Fjy {—A W] , (6.9)
(xS)SG[O,T] 1 - Y 4

where 7 denotes the coefficient of relative risk aversion. These preferences are motivated

by the observation that most managers are compensated by a fraction of the assets under

management (Deli (2002)). The optimal strategy reads:

e (27 2A, (6.10)
v

which is also of the constant-proportions type.

Preferences, career concerns, and fund flows Assets under management fluctuate
due to investment returns (internal growth), but also due to fund flows and promotion or
demotion of the fund manager (external growth). Both performance-sensitive fund flows and
career concerns may motivate the manager to deviate from the optimal strategy in (6.10). It
is well known from empirical studies that new capital flows disproportionally to funds with
stellar performance,®® which results in an increasing and convex flow-performance relation-
ship. In addition, exceptional (below-par) performance can lead to promotion (demotion) to
a larger (smaller) fund. I analyze the importance of these incentives using the calibration of
Chapman and Xu (2007). They calibrate promotion/demotion probabilities to observed ca-
reer events and estimate the flow-performance relationship.** Appendix 6.B uses this model
to study the interaction between incentives and risk aversion. I show that in the relevant
range of risk aversion, managerial incentives are not powerful enough to distort the optimal

strategy. I therefore abstract from such incentives in the main text.

33See for instance Brown, Harlow, and Starks (1996), Chevalier and Ellison (1997), and Sirri and Tu-
fano (1998). Lynch and Musto (2003), Berk and Green (2004), and Hugonnier and Kaniel (2007) develop
theoretical models to rationalize the relation between performance and fund flows.

34Hu, Hall, and Harvey (2000) and Baks (2006) also estimate promotion and demotion probabilities. I use
the calibration of Chapman and Xu (2007) because their calibration covers most closely the sample period
I study (1994 to 2006).
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6.4.3 Cross-equation restrictions implied by structural models

The bulk of the performance literature averages risk-adjusted returns to obtain an estimate
of managerial ability. This means that a few years of data are used to estimate a mean
return, a notoriously noisy approach.® The key difference in this paper is to use the op-
timality conditions of the manager’s portfolio problem to uncover managerial ability. In
consumption-based asset pricing, it is common to use the household’s Euler condition to
estimate preference parameters. The cross-equation restrictions implied by the standard
models show that both ability and risk aversion can be estimated from second moments of

fund returns. I use the first model to illustrate the restrictions.

I start from a standard performance regression, formulated in continuous time:

dA dsp
7: —rdt = adt + 3 ( SS; - rdt) +0.dZ8, (6.11)
0
which, using (6.2), is equivalent to:
dAt B A
R (r+a+ BopAp)dt + fopdZ,” + 0.dZ]. (6.12)

The parameters «, (3, and o, are manager-specific; Ag and og are common to all managers.

The relative-return preferences in (6.7) lead to the optimal portfolio in (6.8), which I

substitute into (6.5) to obtain the optimal asset dynamics:

dA A2 1 A2 A 1 A
— = (r+—B+ (1——) UUB)\B—I——A) dt + (—B—i— (1——) UUB> de—l——AngA,
Ay v Y v Y v o

(6.13)

where A4 and 7 are manager-specific, and v is common to all managers. The cross-equation
restrictions implied by the structural model follow from matching the drift and diffusion
terms in (6.12) and (6.13):

a = N/, (6.14)

B3 = /\_34_(1_1) v, (6.15)
YoB Y

o. = /7. (6.16)

35This noise has motivated researchers to form portfolios based on observable characteristics to identify
quality managers. These include the portfolios’ active share (Cremers and Petajisto (2007)), similarities
in portfolio holdings (Cohen, Coval, and Pdstor (2005)), measures of concentration in portfolio holdings
(Kacperezyk, Sialm, and Zheng (2005)), or their reliance on public information (Kacperczyk and Seru (2007)).
By pooling managers cross-sectionally, the precision of the estimates increases.
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The right-hand side of (6.15) and (6.16) identifies the two manager-specific structural pa-
rameters, A4 and 7. They are identified off the fund’s beta:3¢

5— cov <dft’dsB> (6.17)

()

and residual risk:

dA dsp
2 _ t 2 t
o> = Var ( 1 ) [B“Var ( 7 ) : (6.18)

Equation (6.14) can be used to restrict a:7

a=o? (%) . (6.19)

Recall that g and o. are manager-specific, whereas Ag, g, and v are common to all man-
agers. This results in an estimate of the manager’s alpha via (6.19) that relies solely on

information in second moments.

The typical approach in the literature is to estimate «, 3, and o. separately. The resulting
estimate for « is based on information in average (risk-adjusted) fund returns. As it turns
out, this is the most inefficient moment to use. The likelihood-based estimation procedure
in Section 6.5 efficiently combines information from the average and the volatility of fund
returns as well as the covariance of fund returns with benchmark returns. Since likelihoods
are typically much steeper in parameters that govern second moments, ability is effectively

estimated using that information.

Simulation exercise The structural model implies that alpha is a performance measure
that mixes information on ability (A4) and preferences (). In addition, it shows that second
moments of mutual fund returns contain useful information on preferences and ability. To
illustrate the benefits of imposing this cross-equation restriction, Table 6.5 provides the
results of a simple simulation experiment. I simulate 2,500 sets of three years of monthly
data from the model. The price of active risk takes values A4 € {.1,.2,.3} and the coefficient
of relative risk aversion takes values v € {2,5,10}. The market parameters correspond to the
S&P 500 as the style benchmark. Panel A of Table 6.5 provides the results for the maximum-

likelihood estimators of A4 and ~. The resulting estimates are unbiased and sharp. For

36Formally, the covariance needs to be interpreted as the quadratic covariation, the variance as the
quadratic variation, and dt = 1.

3TA similar restriction arises in the model of Section 6.4.2, a = 02Ap/(0pf3), which coincides with (6.19)
if v = 0, that is, in case of a cash benchmark.
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A4 = .2 and v = 5, an 80%-confidence interval for A4 ranges from .16 to .24; for  from 4.5 to
5.6. Panel B of Table 6.5 illustrates the efficiency gains for fund alphas. I compare the model-
implied alpha (ays7) to the one that follows from a performance regression (aprs). When
Aa = .2 and v = 5, the true a = .8%. The 80%-confidence interval for ayyy, = [.54%, 1.05%],
whereas for aprs = [—2.15%,3.93%]. In this example, the standard deviation of g, is
.78%, whereas the standard deviation of aprg is three times larger at 2.37%. This implies
that standard performance regressions require nine times more data if the cross-equation
restrictions are not imposed to deliver the same accuracy in this model. It resonates with
the empirical results in Figure 6.2 in the introduction, which compares the implied estimates
of alpha following from the model in Section 6.7 to the estimates of performance regressions.
This illustrates that imposing the restrictions implied by theory significantly sharpens the

implied estimates of a.

6.5 Econometric approach

In this section, I develop a general method to estimate the ability and preference parameters
of dynamic models of delegated portfolio management in a complete-markets setting. The
method is likelihood-based and can therefore be combined with both classical and Bayesian
estimation procedures. Appendix 6.E contains further details and Koijen (2007) discusses a
simple example to illustrate the method and its accuracy. For the models in Section 6.4, it
is possible to construct estimators that are easier to implement (Appendix 6.E.1). However,
because the estimates of ability and risk aversion following from both standard models are
economically implausible, I generalize the preferences in Section 6.7. This model can no
longer be estimated using standard techniques and requires the novel approach given in this

section.

The inference problem Consider a manager who can trade the style benchmark, the
active portfolio, and cash. I estimate the model using information on benchmark returns,
BT rB =log SP —log SB, and mutual funds returns, r{* = log A; — log A;_,, with y7 =
{yn,...,yr}. 1 take h = 1/12 since the model is estimated using monthly data. I set the
short rate, r, equal to the average 30-day T-bill rate during the investment period, which I
take to be one year. The model parameters can be grouped into financial market parameters

that apply to all managers, ©p = {Ap,op}, and parameters that are manager-specific,
@A = {)‘Aa 7}'38

I adopt a two-step procedure to estimate the model. First, I estimate the financial market

38The volatility of the active portfolio cannot be identified from returns data only. This parameter is,
however, unimportant because it does not enter the likelihood once evaluated at the optimal strategy.
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parameters that are common to all managers, ©g. Because asset prices follow geometric
Brownian motions conditional on the short rate, the log-likelihood of rB7 L(rBT;03), is
trivial to construct. In the second step, I estimate the manager-specific parameters, © 4, using
the log-likelihood of fund returns conditional on the benchmark returns and the first-stage

estimates, L£(r4T | 787,04, @B). The main complication is to compute the second-stage
likelihood.

While a single-step estimation would enhance the efficiency of the estimates, it would
require modeling the cross-sectional correlation of active portfolio returns. The two-step pro-
cedure accommodates any cross-sectional dependence in active returns. It therefore requires
less restrictive statistical assumptions, is not subject to misspecification of the correlation
structure, and still results in consistent estimates. In addition, the two-step procedure saves

substantially on computational time.

The conditional log-likelihood of mutual fund returns To appreciate why it is non-

trivial to construct £L(r47 | rB87; 0 4, ) B), consider the dynamics of assets under management:
dAt = At (T + x:(At)/ZA) dt =+ Atl':(At)/EdZt, (620)

where x7(A;) is the optimal investment strategy of the manager, which may depend on time
and assets under management. There are two complications, which are related. First, the
diffusion coefficient, z7(A4;)'Y, may be time varying if the manager implements a dynamic
strategy. This is the case for the model I study in Section 6.7. This often implies that the
exact discretization is unknown, which leads to a discretization bias. The typical approach in
the literature is to stabilize the diffusion coefficient to mitigate the discretization bias. The
likelihood is then constructed via simulations (Brandt and Santa-Clara (2002) and Durham
and Gallant (2002)) or series expansions of the transition density (Ait-Sahalia (2002), Ait-
Sahalia (2007), and Bakshi and Ju (2005)). Second, the optimal strategy, and therefore the
diffusion coefficient, is in most cases not known analytically. This implies that standard

stabilization methods cannot be implemented.

One solution would be to solve the dynamic problem numerically either in discrete or
continuous time.?® This approach has, at least, two drawbacks. First, solving the discrete-
time problem is computationally expensive. This stems from the fact that these dynamic
models typically feature one endogenous state variable, in this case assets under management.
This implies that the optimal policy needs to be constructed on a grid for each period.

Second, and related, the computational costs increase exponentially in the number of assets.

39See Balduzzi and Lynch (1999), Brandt, Goyal, Santa-Clara, and Stroud (2005), and Koijen, Nijman,
and Werker (2007a) for recent advances to solve such problems.
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I can side-step these issues in computing the likelihood.

The manager’s problem and the martingale method The econometric approach
relies on the martingale method of Cox and Huang (1989). I first solve for the optimal

terminal asset level, A7:

max o [u (Ar)], (6.21)
s.t. EO [SOTAT] < Ao, (622)

where (6.22) is the static representation of the dynamic budget constraint in (6.5). If the
utility index is strictly concave, it holds that A% = I (£pr), where € is the Lagrange multiplier
corresponding to the budget constraint and I(-) = («/)”" (-). By no-arbitrage, time-t assets

under management satisfy:

Ai(e) = B |1(60n) 22| (629
P

which is a function of ¢ only because (¢;),5, is Markovian. Since the utility index is

strictly concave, Aj(p,) is invertible (Koijen (2007)). This implies that observing assets

under management, or fund returns, is equivalent to observing the time series of the state-

price density, 7. I then apply the Jacobian formula:

-1

0 (log Ay —log A7

Crd P 0ini©4,08) = (0 | 18, ¢1-n; 04, O5) + log ( ( t&p ! h)> 6.24)
t

and note that ¢, (or, equivalently, A7 ,) contains all time-(¢ — &) information needed due

to the Markov property. Both terms in (6.24) are straightforward to compute. Because

¢y is log-normally distributed given ¢;_; and rP, this involves one-dimensional Gaussian

quadrature. Koijen (2007) demonstrates its accuracy for a low number of quadrature points.

In Section 6.7, I develop a model in which the utility index is not globally concave. This
implies that the martingale approach cannot be applied directly. The solution proposed
in the literature is to replace the original utility index with the smallest concave function
that dominates it (Carpenter (2000), Cuoco and Kaniel (2006), and Basak, Pavlova, and
Shapiro (2007b)), and then use standard techniques. Appendix 6.E.2 applies this approach
to the model of Section 6.7. Further, I construct the standard errors using the outer-product
gradient estimator. Appendix 6.F shows how to test hypotheses in dynamic models of
delegated portfolio management. I use these tests to compare different nested and non-

nested models.
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This method results in the exact likelihood of fund returns, up to the computation of
an expectation of a univariate random variable and its numerical derivative. The method
is insensitive to endogenous state variables and the computational effort is independent of
the number of assets in the manager’s menu. The only restriction on the method is that the

market is dynamically complete.*’

6.6 Empirical results for the benchmark models

Relative-return preferences Table 6.6 displays results for the model in Section 6.4.1.
The benchmark weights are set to V = (1,0)" and T is set to one year.*’ The first two
columns provide summary statistics for the estimates of ability and relative risk aversion
for the nine investment styles. Columns three to five show the implied coefficients of a
performance regression using Equation (6.14), and columns six to eight contain the results

of standard performance regressions in a continuous-time framework (Appendix 6.A).

The average coefficient of relative risk aversion is high and its distribution is right-skewed.
The intuition is that mutual funds have a  that is close to one. Since Ap/op substantially
exceeds one for all styles, Equation (6.15) implies that v needs to be high. However, to
match the amount of active risk that managers take, o., the price of risk needs to be high
to offset the high risk aversion estimate (see Equation (6.16)). The average price of risk
ranges from .64 (small/growth) to 1.75 (midcap/value). Consequently, the implied alpha is
implausibly high, a result of Equation (6.14). The average estimates for alpha are between
6.14% and 11.88% per annum. The average alpha is substantially higher than the alpha
following from standard performance regressions for all investment styles. As such, this
model is unable to simultaneously match the fund’s active and passive risk-taking and a low

average risk-adjusted return.

Preferences for assets under management Table 6.7 displays the results for the model
in Section 6.4.2 and has the same structure as Table 6.6. This model almost perfectly
replicates the distribution of active (o.) and passive () risk-taking. The estimates for
and A4 are considerably lower than for the model in Section 6.4.1. The estimates of alpha
are correspondingly lower, and range from 86 basis points (bp) to 294bp. Despite the more

reasonable estimates for managerial ability, the average coefficient of relative risk aversion

40Tt is theoretically possible to apply martingale techniques even in incomplete markets. See for instance
He and Pearson (1991), Cvitanic and Karatzas (1992), and the application in Sangvinatsos and Wachter
(2005).

41 As an alternative, I also consider 3 = (1 — cash, 0), with “cash” the average cash position in a particular
year, and 3 = (1 — stock, 0), with “stock” the fraction invested in common and preferred equity. The main
conclusions are comparable for these alternative benchmark strategies.
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tracks Ap/op and displays little dispersion. The reason is that mutual funds have, on
average, a beta of one with respect to the style benchmark. To generate a unit beta, ~
equals Ag/op because the fund’s beta (z7) is in this model given by A\g/(yog), see (6.8).
This means that, by default, a value manager has a higher coefficient of risk aversion than a
growth manager, on average, because the price of risk is higher and the volatility is lower for
value stocks. Therefore, the estimated v does not reflect risk aversion. To make this point
more clearly, I consider a sample of managers who manage multiple funds at the same point
in time (not reported). Such managers should display stable risk preferences across styles.
However, it turns out that the risk aversion estimates contain a “fixed effect,” captured by
Ap/op. Finally, note also that the distribution is virtually symmetrical and displays very
little dispersion (Table 6.7). This is at odds with Cohen and Einav (2007) and Kimball,
Sahm, and Shapiro (2007), who find strong evidence in favor of right-skewed distributions.

In summary, this model generates estimates of risk aversion that are mechanically tied
to that of the representative agent, leading to low dispersion in preference parameters and
a “fixed effect” per asset class. That is, the average risk aversion moves in lock-step with

Ap/op, which contaminates its interpretation as a coefficient of relative risk aversion.

Robustness I consider various extensions to ensure the robustness of these results. I
allow for (i) time variation in risk premia that is governed by the short rate and the dividend
yield (Ang and Bekaert (2007)),* (ii) other passive portfolios such as momentum, (iii) cash
positions in the benchmark, (iv) stochastic volatility, and (v) learning about managerial
ability.*> These modifications do not alter the conclusions qualitatively. In conclusion,
neither of the two standard models produces sound estimates of the joint distribution of

managerial ability and risk preferences.

42Becker, Ferson, Myers, and Schill (1999) discuss the importance of conditioning information in market
timing models.

431 extend the model in Section 6.4.1 to allow for the possibility that the manager does not know her ability
as in Berk and Green (2004) and Dangl, Wu, and Zechner (2007). Instead, the manager starts off with a
(Gaussian) prior on the price of risk and updates her views based on realized performance (Cvitanic, Lazrak,
Martellini, and Zapatero (2006)). The estimation error that is taken into account increases the effective
risk aversion. This implies that the manager’s prior mean needs to be even higher than the estimates in
absence of parameter uncertainty to reconcile active risk taking. Consequently, the estimates for the prior
mean are economically implausible or the prior is very tightly centered around the maximum likelihood
estimates without learning, which shuts down the learning channel. Alternatively, I use the cross-sectional
distribution of the mutual fund performance to form the prior instead of estimating the prior distribution
for each manager separately. A formal specification test indicates that both learning models are strongly
rejected in favor of the status model in Section 6.7. Technical details and further empirical results are
available upon request.
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6.7 Status model for delegated portfolio management

In this section, I develop and study the main implications of a new model of delegated
investment management that features status concerns on the part of the manager. Section 6.8

presents the main empirical results.

Motivation Standard models of delegated portfolio managers postulate that the manager
cares only about assets under management or about performance relative to a benchmark.
However, a large literature in sociology and economics** argues that status considerations
may be important for economic behavior and financial decision-making. Given the numerous
rankings of mutual funds and fund managers and their importance for fund flows (Sirri
and Tufano (1998)), the mutual fund industry provides an economic environment where
status concerns are clearly important. I generalize the manager’s preferences so that she
derives utility from both assets under management and the position of the fund in the cross-
sectional asset distribution. I call the latter the fund’s status. There are at least two ways
to motivate the status-seeking behavior of fund managers. One hypothesis is that status
concerns are hard-wired into the manager’s preferences as a result of evolutionary forces
(Robson (2001)). Alternatively, relative performance concerns may arise endogenously from
strategic interaction, as in Basak and Makarov (2007).%> The model that I develop is a
parsimonious model of status concerns. An attractive feature of the model is that it nests
both models from Section 6.4.

The model Each investment style in the mutual fund industry comprises of a continuum
of mutual fund managers, in which each manager 7, © € M, manages a fund of size A; at
time ¢. The total mass of managers is normalized to unity with a corresponding measure .

The percentile rank of a fund of relative size a at time t is defined by:

At
- < .2
oRtB < a> , (6.25)

(o) = i

44See for instance Robson (1992), Zou (1994), Zou (1995), Bakshi and Chen (1996), Carroll (2000), Chang,
Hsieh, and Lai (2000), Cole, Mailath, and Postlewaite (2001), Goel and Thakor (2005), and Roussanov (2007).
The latter two studies provide alternative motivations based on psychological and sociological foundations
and evidence.

45This relates to the models of De Marzo, Kaniel, and Kremer (2004) and De Marzo, Kaniel, and Kremer
(2007) in which investors compete for a scarce good. In the mutual fund industry, the scarce goods are fund
flows that outside investors allocate across different funds.
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where fund size is scaled by the median of the initial cross-sectional asset distribution,®
Ay={A|pn(i|Aw < A) =5}, multiplied by the benchmark return, R’ = B,/By. I update
the initial median fund size, Ag, with the benchmark return to account for overall growth in
assets under management during the year if the manager invests along with the pack. This
implies that to improve status, the manager needs to deviate from the pack by increasing or
decreasing passive risk, or by allocating capital to the active portfolio. I define A, = AyRE.

The manager’s preferences are represented by:

(zt)te[o,T] — 01 AT

B A 1—o02
max Ej 7 A+ (1—=n)S (1 —a2) A" or ( _T> ] , (6.26)

with n € [0,1], o1 > 1, and S(z) as a sign function: S(z) = 1 if x > 0 and S(z) = —1
otherwise. The manager’s utility is a weighted average of two terms with weights n and
(1 —n), respectively. The first term summarizes the manager’s preferences for assets under
management. The second term captures status concerns. The term pp <’:‘1——if> represents
the manager’s position in the cross-sectional asset distribution. The curvature parameter
o1 captures the manager’s aversion to fluctuations in assets under management; o5 controls

aversion to variation in fund status.

Several aspects deserve further discussion. First, the distribution function or(-) is by
definition bounded between zero and one. oy can therefore be negative without inducing
global convexities that would render the portfolio-choice problem ill-defined. In economic
terms, managers with a strong desire to improve their status are identified by low, possibly
even negative, values of o5. Managers who are concerned about variation in fund status have
high values of oy. The desire to move up in the asset distribution can justify high levels of
active risk-taking despite a lack of skill. Second, I assume that the preferences are separable
in assets under management and in status concerns. This allows an interpretation in which
the first part represents the current year’s compensation and the second part captures the
manager’s value function over her remaining career prospects. Such career prospects pre-
sumably become less pressing when the manager’s fund ranks higher in the cross-sectional
asset distribution. In this interpretation, o, measures the manager’s career concerns. Third,
the fund’s rank is represented by the cumulative distribution function (CDF) of assets under
management, or(-), to simplify the interpretation. Theoretically, any increasing function of
fund size can serve the same purpose, but the CDF captures the ease with which a manager
can climb in the cross-sectional asset distribution. If the CDF is steep, a small increase in

assets under management results in a substantial improvement in status. In contrast, a more

46 Alternatively, Roussanov (2007) normalizes by the mean of the, in his application, wealth distribution.
The median is empirically more stable than the mean as it curbs the impact of outliers. The resulting
cross-sectional asset distribution is more stable over time.
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dispersed asset distribution requires a more stellar performance to realize the same status
improvement. Fourth, this model nests the models studied in Section 6.4. If n =0, oy = 1,
and the asset distribution is uniform (that is, or(a) = a/C, with C' the upper-bound of the
asset distribution), I recover the preferences in Section 6.4.1 with a coefficient of relative risk
aversion oy. If o9 = 1, the model reduces to the preferences in Section 6.4.2 with a coefficient
of relative risk aversion ;. Fifth, the second term is pre-multiplied by f_l%p_”l. This implies
that the preferences are invariant to changes in aggregate wealth (Roussanov (2007)). Sixth,
I update the initial median fund size by the style benchmark return, Ar = AgRE. Alter-
natively, I could use the return on the median fund. Using the style benchmark return has
two advantages. First, the benchmark return is easy for managers to track and seems like
the most visible target to beat. Second, the definition of managerial ability gets obfuscated
when the manager can trade the median fund.*” If all managers are skilled, the median fund
return inherits this skill. This would imply that I estimate the manager’s ability only in
sofar as it surpasses the skill present in the initial median fund return. By using the style
benchmark return to update the median fund size, the definition of skill is consistent with

the first part of the paper and the extant literature.

Modeling the cross-sectional asset distribution As a first step towards analyzing the
model empirically, I model the cross-sectional asset distribution, g;(-).*® First, I assume
that the cross-sectional asset distribution is log-normal with mean p,, = E; [log (Ait / flt)}
and standard deviation o, = Var, [log (Al-t / flt)] %, 0t(+; fhots 0pt). Second, I assume that the
asset distribution is stationary during the period [0,T]: por = peo and o,r = o,. The
first assumption is made for computational tractability. Because the main objective is to
estimate the model for a large cross-section of managers, I need to impose some structure.
The second assumption implies that the manager uses the asset distribution at the beginning
of the year to make her assessment of status throughout the year. This assumption could
be relaxed by allowing gr to be different from gy, but the manager would need to be able to

hedge the risk of a shifting distribution to preserve market completeness.

I estimate the coefficients of the log-normal distribution (u,, and o,,) for each style and

each year using the cross-section of funds at the beginning of the year. To estimate the

47One other alternative would be to update the median fund with the median fund return and restrict
the asset menu to cash, the style benchmark, and the active portfolio. However, this renders the financial
market to be dynamically incomplete.

48Note that the model endogenously generates a cross-sectional asset distribution, or(-), given go(+) and
the cross-sectional distribution of managerial ability and risk preferences. For instance, Roussanov (2007)
derives the stationary distribution that is consistent with the optimal policies of households in a life-cycle
model. T am not merely interested in the stationary distribution, but also in the conditional distribution.
In addition, I want to estimate ability and risk preferences for a large cross-section of managers. It is
therefore computationally too intensive to impose the equilibrium condition as well. T therefore model the
cross-sectional asset distribution directly.
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cross-sectional asset distribution, I use all mutual funds in the CRSP data set. Clearly,
it would be inappropriate to use only those funds for which I can identify the manager or
management team. [ test the appropriateness of the distributional assumption using the
Jarque-Bera test of normality. The average p—value across all years ranges from 10.2% to

52.4% for the nine investment styles, which supports the normality assumption.*?

Fund status, risk aversion, and risk-taking Fund size and the fund’s position in the
cross-sectional asset distribution play a key role in explaining risk-taking behavior. First,
I discuss the link between relative fund size and risk aversion. Second, I show that the
parameters o1 and oy determine whether the manager adjusts either active or passive risk
if risk aversion changes. The former (o) controls passive risk-taking; oo determines active

risk-taking.

I first relate relative fund size and risk aversion. The status model is not homogenous
in assets under management. To understand the implications for risk-taking, I define the

coefficient of relative risk aversion, RRA(ay):

aJt,aa
)
Jt a

)

RRA(a,) = — (6.27)

where .J denotes the value function and subscripts partial derivatives.®® If t = T, T obtain
the Arrow-Pratt measure of risk aversion (Appendix 6.C provides further details). It is the

weighted average of two terms, with a; = A,/ Ay

RRA(ar) = w(ar)or + (1 —w(ar)) |02 T , (6.28)

with weight:

o
narp

nay” +(1—02) (1=1)S(1—02)o(ar) ™ o (ar)

(6.29)

w(ar) =

For most empirically plausible parameter combinations, w(ar) goes from one to zero if ar

increases from zero to infinity. This implies that status concerns become more pressing if

49There exists an interesting parallel between modeling the cross-sectional asset distribution of mutual
funds and the cross-sectional firm-size distribution (Luttmer (2007) and Lustig, Syverson, and Van Nieuwer-
burgh (2007)) or the size distribution (Gabaix (1999), Gabaix and Ioannides (2004), and Eeckhout (2004)).
For the latter, it is still contested whether log-normality or a power law provides the correct description of the
data (Eeckhout (2004)). An interesting open question is what generates the cross-sectional asset distribution
in the mutual fund industry and what selection mechanisms are at play. Understanding the decision-making
of fund managers is a first step in this direction.

50T define the coefficient of relative risk aversion based on the value function, which is the relevant measure
of relative risk aversion for decision-making at time ¢. In the empirical section, I use RRA(ag) as the measure
of risk aversion.
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fund status increases. Equation (6.28) implies that the manager’s coefficient of relative risk
aversion combines three measures of relative risk aversion: (i) oy, (ii) o20'(ar)ar/o(ar),
and (iii) —¢"(ar)ar/o' (ar). The third measure is the relative risk aversion if preferences
are linear in status only (n = 0 and oy = 0). Figure 6.6 displays the three components if
o1 = 4, 0o = .5, and n = .0005. The asset distribution is calibrated to the S&P 500. The
horizontal axis plots log(ar), the vertical axis the relative risk aversion. The first component
(01) is obviously invariant to size; the second component decreases in fund size, and the last
component increases in fund size. For large funds, the third component always dominates
the second component. The three components aggregate to the overall coefficient of relative
risk aversion via the weight function (w(ar)). For small funds, status concerns are irrelevant
(w(ar) ~ 1) and risk aversion is solely governed by o; = 4. By increasing the fund’s assets
under management, status concerns gradually become more important (w(ar) < 1). As a
result, the coefficient of relative risk aversion drops. In this region, the manager has a lot of
scope to move up in the asset distribution by deviating from the pack. By moving further
up in the cross-sectional asset distribution, the manager has little incentive to deviate from
the pack for fear of losing her position in the distribution. Status concerns are key in this
region (w(ar) — 0). The minimum risk aversion is attained around the 25-th percentile of

the asset distribution. This implies that risk aversion increases in fund size for most funds.

The parameters o, and o, are key to understanding whether the manager modifies active
or passive risk-taking if the coefficient of relative risk aversion changes. I show in Ap-
pendix 6.D that oy controls passive risk-taking. If the manager decides to use passive risk to
deviate from the pack, she can choose to increase or decrease the fund’s beta. Either will lead
to a tracking error relative to the average fund that has a unit beta. Appendix 6.D shows
that the manager chooses to increase passive risk if 01 < Ag/op and decreases passive risk if
o1 > Ag/op. For o1 = Ag/op, the manager’s passive risk-taking is insensitive to changes in
the coefficient of relative risk aversion. Unlike passive risk-taking, active risk-taking always
increases when oy falls. This implies that oy controls active risk-taking. The main problem
with the models in Section 6.4 is that both active and passive risk-taking are proportional
to the coefficient of relative risk aversion. An increase in the fund’s beta goes hand-in-hand

with an increase in active risk. The status model frees up this tight link.

I illustrate the role of oy, 05, and fund size by solving for the optimal initial allocation
to the benchmark and the active portfolio. I set n = .0005 and A4 = .15. Appendix 6.E.2
discusses the solution method. The results are presented in Table 6.8. The first four columns
show the impact of oy. I set ag = 1 and o7 = Ag/op so that 2P equals unity and is invariant
to changes in 5. The main observation is that 4 is inversely related to 0., whereas relative
risk aversion is positively related to os. If g5 increases from —1 to 30, the optimal allocation
drops from 24 = 155% to % = 5%.
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Columns five to twelve illustrate the role of o; and the link between relative fund size
and risk-taking. As before, I set 0o = .5. I consider the optimal allocation for different
initial fund sizes. Columns five to eight consider the case in which o1 = 3.75 (< Ag/o5B),
whereas the last four columns correspond to oy = 4.25 (> Ag/op). First, risk aversion is
(inversely) hump shaped as in Figure 6.6. If oy = 3.75, the manager increases passive risk
(2P) as risk aversion drops, and decreases x if o1 = 4.25 for the same change in fund status.
Second, the manager always increases active risk if risk aversion decreases. Note that z4 is
virtually unaffected by changing oy, in particular for larger fund sizes. This implies that o,
controls passive risk-taking and oy active risk-taking and provides a structural interpretation
to the ideas of Litterman as iterated in the introduction. Risk aversion to passive risk
translates into aversion to fluctuations in assets under management. Risk aversion to active
risk translates into aversion to variation in fund status. In conclusion, fund status is for
most funds positively related to risk aversion. How managers adjust risk-taking in response

to a change in risk aversion is governed by oy (passive risk) and o9 (active risk).

A key implication of the model is that managers of small funds will behave markedly
different from managers controlling large funds. Small funds have more room to grow and to
improve their status, which provides an incentive to deviate from the pack. The opposite is
true for managers of large funds. As such, large funds will take less active risk and produce
smaller alphas, consistent with empirical evidence on risk-taking and performance in relation

to fund size.

Statistical identification The model contains four manager-specific parameters, © 4 =
{o1,09,m, Aa}. It turns out that 7 is weakly identified. T therefore calibrate 1 to a common
value n = .0005. The previous section shows that this model can generate a wide variety of

risk-return distributions.

6.8 Main empirical results

This section presents the empirical results for the status model.

The cross-sectional distribution of ability and risk aversion Table 6.9 summarizes
the main estimation results by investment style, with the overall results across all styles in
the bottom panel. First, all parameters are right-skewed, in particular 5. The coefficient
of variation (the standard deviation normalized by the mean) is much larger for o, than for
o1 and A\4. This points to substantial heterogeneity in status concerns. The dispersion in
oy is relatively small. This stems from the fact that o; controls passive risk-taking and the

empirical result that mutual fund betas display little dispersion.
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The bottom panel shows that the average coefficient of relative risk aversion is estimated
to be 5.16, with its median equal to 2.51 and a standard deviation of 7.69. The average
manager has therefore a risk aversion coefficient that is slightly lower than the average
household’s risk aversion of 8.2 as estimated by Kimball, Sahm, and Shapiro (2007). It is

appealing that mutual fund managers as a group are less conservative.

The average price of active risk is estimated to be .28, with a median equal to .14
and a standard deviation of .38. To put the estimates in perspective, I compare the model-
implied estimates to the actual estimates of a performance regression (Appendix 6.A). Recall
that the standard models in Section 6.4 cannot easily reproduce the coefficients of standard
performance regressions. The model-implied estimates are computed as the average «, [3,
and o. sampled at a monthly frequency. To gauge the similarity, I perform the following
cross-sectional regression for, for instance, «a:

~ Performance ~ Status
Gy TOTANCE = o pr QT (6.30)

(2

where aPerformance g the estimate from a standard performance regression and &7%%s the

estimate from the status model. The estimates following from the structural model are
much sharper. I therefore use them as the right-hand side variables to mitigate the errors-in-
variables bias due to estimation uncertainty. The resulting estimates read: for a, pg = —.00
and p; = .99 (R? = 35.11%); for 3, py = —.00 and p; = 1.00 (R* = 97.67%); for o, py = —.00
and p; = 1.04 (R* = 98.69%). In all cases it seems that the estimates are virtually unbiased
(po = 0 and p; = 1). The most striking result is the R-squared for the regression of mutual
fund alphas.’! The estimates from the structural model are three times more accurate and
do a good job of reproducing the average moments of performance regressions. This is also
illustrated in Figure 6.2, where the top panels provide the results for a standard performance
regression and the bottom panels for the structural model. The left panels display the fund
alphas before fees and expenses, the right panels are net of all expenses. The distribution
of fund alphas following from the structural model is much less dispersed. This implies
that the cross-sectional distribution of fund alphas following from performance regressions
reflects predominantly estimation error and not heterogeneity in managerial ability or risk

preferences.

Figure 6.3 displays a scatter plot of risk aversion (horizontal axis) and managerial ability
(vertical axis) to analyze their interaction. The correlation between ability and risk aversion

is 80.2%. A second-order polynomial fitted through this cloud shows that managerial ability

51This implies that in the reverse regression of a%\/{"del on aferformance, p1 would be downward biased and,

correspondingly, po upward biased. Indeed, the reverse regression results in pop = .013 and p; = .36, which
motivates the regression specification in (6.30).
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is increasing and concave in the coefficient of relative risk aversion. The last part of this

section discusses potential mechanisms that can generate this positive relation.

There are also interesting differences across investment styles. I focus on large/value man-
agers and small/growth managers. Figure 6.4 provides a standard kernel density estimate
for risk aversion (left panel) and managerial ability (right panel). There are pronounced dif-
ferences in the distribution of risk preferences for the two types of managers, despite the fact
that the average risk aversion is very similar (5.66 for large/value and 5.49 for small/growth).
Risk aversion is more evenly distributed for large /value managers, but it is more right-skewed
for small/growth managers. The median risk aversion for the small/growth manager is 1.49,
whereas the median large/value manager has a risk aversion of 3.95. Ability, by contrast,
is considerably higher for small/growth managers on average, but their medians of .16 tie.
This implies that there are more high-skilled managers in the small/growth investment style,
which is reflected by the thicker tail of the distribution.

Heterogeneity in risk aversion and ability [ relate the estimates of managerial ability
and risk aversion to observable characteristics of managers and mutual funds using multiple
cross-sectional regressions. The characteristics include total net assets, the manager’s tenure,
turnover, expenses, investment in common and preferred stocks, loads, 12B-1 fees, and the
total net assets of the family. The results are presented in Table 6.10. I include dummies to

absorb style-fixed effects and use standard errors that are robust to heteroscedasticity.

The dependent variables are expressed in logarithms and the independent variables are
standardized. As such, the coefficients are to be interpreted as the percentage change for
a one-standard deviation change in the characteristics. First, I find that skilled managers
operate on smaller funds, consistent with Chen, Hong, Huang, and Kubik (2004), who docu-
ment a negative relation between fund size and ability as measured by the fund’s alpha. My
structural model implies that a one-standard deviation increase in fund size leads to almost
a 9% decrease in the price of active risk.®? Second, managers with longer tenure periods
are more skilled, which may be the outcome of selection based on skill or learning. A one-
standard deviation increase in tenure increases the price of risk by 7%. Chevalier and Ellison
(1999a) find the same sign for fund alphas as a measure for performance, but the effect is
insignificant. Third, more skilled managers have higher levels of turnover®® and have smaller
stock holdings. Fourth, skilled managers charge higher expense ratios, consistent with Berk
and Green (2004), but the effect is insignificant. Fifth, I find that more conservative man-

agers manage larger funds, have smaller expense ratios, and allocate a smaller share of their

2See Edelen, Evans, and Kadlec (2007) and Pollet and Wilson (2007) for potential explanations for the
relation between performance and fund size.

53Chen, Hong, Huang, and Kubik (2004) document a positive, but insignificant, relation between turnover
and fund alphas. I find a significant relationship once corrected for heterogeneity in risk preferences.
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capital to stocks. The relation between risk aversion and expenses is again consistent with
Berk and Green (2004) because fund alphas and risk aversion are inversely related. Finally,
note that there is considerable unobserved heterogeneity; the R-squared values are 13.0% for

ability and 6.6% for risk aversion.

Testing competing models I study four models to describe mutual fund returns, of
which three are structural (Section 6.4.1, 6.4.2, and 6.7) and one is reduced-form, namely
performance regressions (Appendix 6.A). A valid question is whether the status model
statistically improves the other three models. Since the relative-return model of Section 6.4.1
is nested only if the asset distribution is uniform (which is inconsistent with the data) and
the performance regressions are non-nested, I use the test developed in Vuong (1989) to
compare non-nested models (Appendix 6.F).

I perform the tests at the manager level for significance levels of 5% and 10%. Table 6.11
reports the averages across all managers in a particular style. The status model is favored if
the average number of rejections exceeds the 5% or 10% significance level. The test results
provide a clear ranking of the models. First, all three competing models are rejected in
favor of the status model. It is important to note that the status model is also favored
over performance regressions. This implies that the conditional distribution of the status
model provides a better description of fund returns than performance regressions for which
the conditional and unconditional distributions coincide. Therefore, the status model is
able to capture important dynamics of mutual fund strategies that performance regressions
cannot. Second, the rejection rates are highest for relative-return preferences, followed by
preferences for assets under management. The reduced-form performance regression are
most competitive, but are still rejected too often in favor of the status model. In conclusion,

there is strong statistical support in favor of the status model.

The fraction of skilled managers Measuring mutual fund performance has been of
great interest to both academics and practitioners. The recent view contends that there
are only small number of fund managers who are able to recover their costs. For this
group of managers, performance actually persists. Knowing which fraction of the managers
possesses skill is key because most investors base their investment in active funds on this
premise.”® My approach provides a fresh look at this debate as the controversy stems from

the large uncertainty surrounding the estimates of alpha.’® Structural models of delegated

54 Alternatively, investors may choose to invest in mutual funds for time considerations only. Mamaysky and
Spiegel (2002) argue that investors can allocate their capital to mutual funds to complete the static investment
opportunity set with dynamic strategies even if the dynamic strategies require no private information.

55Baks, Metrick, and Wachter (2001) address the question in a Bayesian way, while Kosowski, Timmer-
mann, Wermers, and White (2006) use a bootstrap analysis to compute the correct, finite-sample distribution
of the estimates. The former paper finds that even skeptical investors may allocate part of their capital to
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management lead to sharper estimates of managerial ability as the cross-equation restrictions

allow me to extract estimates of ability from the volatility of mutual fund returns.

Figure 6.2 displays the empirical distribution of mutual fund alphas following from per-
formance regressions (top row) and the status model (bottom row). The left figures portray
the fund alphas before costs, whereas the right figures subtract the fund’s expenses. Before
fees and expenses, the average alpha is 157bp for both performance regressions and for the
status model. These numbers change to an average of 2bp after costs. This implies that the
average alphas are zero, consistent with the prior literature.’® However, the distribution of
alphas from the structural model is much narrower. The fraction of alphas that exceed zero
is therefore substantially smaller. For the performance regressions, 46.03% of the after-costs

alphas exceed zero, while this number drops to 30.95% in the case of the status model.

The large number of managers that produce fund alphas that exceed fees and expenses
reflects sampling error. I now study the managers who are able to reliably recuperate their
costs. Statistical significance is determined using the asymptotic standard errors.®” This
is slightly more involved for the status model. To compute the standard errors for the
status model, T first compute the fund’s alpha as a(0) = 249(©4)Aa64, which I in turn
average over all fund years.®® I compute the standard errors by applying the delta theorem
as VT (@A — @A> —4 N (0,%¢). For each manager, I test whether the after-costs alpha
significantly exceeds zero at the 5% level. For the performance regressions, I can reject the
null in 9.43% of the cases, while this number increases to 13.12% for the status model. This
result is important because it shows that despite the fact that fewer managers recover their
costs based on point estimates (31% instead of 46%), the increased efficiency of the estimator
implies that more fund managers robustly display skill (13% instead of 9%). The fraction
of skilled managers increases by almost 40%. Kosowski, Timmermann, Wermers, and White
(2006) show that even a small number of skilled managers can be economically important,

which underscores the economic relevance of this exercise.

To conclude, Table 6.12 depicts the fraction of managers that reliably recover their costs
and expenses by investment style. Skilled managers are concentrated in the small/growth-

oriented styles. For most investment styles, the structural estimation results in a more rosy

active management, and the latter paper estimates the fraction of skilled managers to be about 10%.

56Note that the risk-adjustment is only via the style benchmark. The results typically look somewhat
worse if one also corrects using a four-factor model. Also, I require three years of return data to estimate the
models, which introduces a survivorship bias. The results in Kosowski, Timmermann, Wermers, and White
(2006) suggest, however, that this effect may be small.

57 Alternatively, I could bootstrap the standard errors as in Kosowski, Timmermann, Wermers, and White
(2006) to construct the finite-sample distribution of the test statistics. This would require frequent re-
sampling and re-estimation of the structural model, which is computationally infeasible.

58The results are very similar if I sample the fund’s alpha at a monthly frequency and subsequently average
it over all fund years.
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view of ability in the mutual fund industry.

Cross-sectional stability of ability and risk aversion A subset of fund managers in
my dataset controls multiple funds belonging to different investment styles. This provides
an opportunity to study the stability of ability and risk aversion estimates holding constant
the economic environment. Obviously, it may be that a manager is more skilled in the
large/value style than in small/growth or vice versa. Likewise, there may be disparity in
fund sizes, which induces differences in risk aversion across styles. It would nevertheless be

reassuring to detect a positive relationship across styles.

The sample contains 105 style matches for which I have at least three years of data. The
resulting scatter plot of risk aversion and ability is displayed in Figure 6.7. The correlation
in risk aversion estimates across styles equals 65.0%; it equals 32.9% for managerial ability.
Both are significantly positive at the 1%-level. It implies that risk aversion estimates are
stable across styles, which is important. Managerial ability is less stable, which may reflect
that risk aversion is more an attribute of the manager, while ability is more asset-class

specific.

Persistence of managerial ability [ study whether measures of ability are useful to
predict future performance.” I use either performance regressions or the status model to
sort funds into quartiles based on a three-year selection period. I then form equally-weighted
portfolios of funds in a particular quartile and compute the portfolio return and the corre-
sponding equally-weighted benchmark return. I hold the portfolios for one year. This leads
to a return series over the full sample period, which I use to compute the annualized infor-
mation ratio. As an alternative, I include the momentum factor to correct for the returns on
passive strategies. Figure 6.8 displays the main results for only benchmark returns (Panel

A) or benchmark returns and the momentum factor (Panel B).

Regardless of the ranking procedure, the price of risk in the selection period relates
positively to the information ratio in the out-of-sample period. The difference between both
approaches is small, but performance regressions relate performance monotonically in both
periods. By comparing Panel A and Panel B, I find that accounting for momentum trading
reduces the information ratio, but the main pattern in rankings is unaffected. This implies
that, based on this exercise, the structural model does not ameliorate the forecasting power

of fund performance.

Note that I would ideally use the status model to measure performance in the out-of-

sample period. This would be most consistent with the selection year and enhance efficiency.

% Brown and Goetzmann (1995), Elton, Gruber, and Blake (1996), Carhart (1997), Kosowski, Timmer-
mann, Wermers, and White (2006) study the persistence of mutual fund performance.
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In addition, funds take heterogeneous and time-varying amounts of active risk and passive
risk. It is unclear how this affects standard performance regressions and the predictability
results that I report. However, it is computationally too intensive to estimate the model for

a large cross-section of fund managers over rolling samples.

Time series of relative risk aversion and expected returns The status model is
not homogenous in assets under management. This implies that variation in both fund
status and the cross-sectional asset distribution lead to variation in the coefficient of relative
risk aversion. Both will move around the average coefficient of relative risk aversion across
managers. The solid line in Figure 6.5 displays that average coefficient from 1992 to 2006. In
recent equilibrium models featuring habit formation, time variation in risk aversion translates
into time variation in risk premia (Campbell and Cochrane (1999)). It is therefore interesting
to compare the resulting time series with the time series for expected returns, which is taken
from Binsbergen and Koijen (2007). They use a present-value model to estimate the time
series of expected returns and expected growth rates, which results in stronger predictors for
future returns and dividend growth rates than standard predictive regressions. The dashed
line corresponds to the time series of expected returns from 1992 to 2006. The two time series
display a strong co-movement; their correlation equals 62.6%. This lends further credibility
to the risk aversion estimates and its variation over time. I also compute the average price
of active risk over the sample period (not reported). This average is very stable and varies

in a range of only .05 over time.

Correlation risk aversion and managerial ability One empirical finding that is re-
markably robust across all models is that risk aversion and managerial ability are positively
correlated. Three potential mechanisms can generate this empirical regularity. First, it may
simply be a genetic feature that skilled investors tend to be more conservative. Second,
even if ability and risk aversion are uncorrelated in population, selection effects can lead to
an increasing and concave relation between ability and managerial risk aversion, consistent
with Figure 6.3. For expositional reasons, I focus on the model of Section 6.4.2, but the
argument applies to all models. Consider an individual who can choose between a job in the
mutual fund industry and a less risky job at a savings bank. For argument’s sake, suppose
the bank provides a known and constant income Op at t = T. 1 assume that the manager
decides which job to take based on one-period utilities, but the argument extends easily to a
multi-period framework. As such, the manager compares the value function corresponding
to the mutual fund industry (A4 = 1):

1 1—
JME T exp ((1 —y)r+ W’Y (/\124 + /\QB)) , (6.31)



6.9. Optimal delegated investment management 277

with the value function induced by the outside option J9O = ﬁO;ﬂ. The indifference

locus reads:

A (y) =/ (log Or — )2y — X3, (6.32)

Fund managers will opt into the industry only if A4 > A4 (7). The right-hand side of (6.32)
is increasing and concave in v. Hence, even when ability and risk aversion are uncorrelated
in population, selection effects may lead to the relation between ability and risk aversion. A
third explanation would be that the status component in the utility index implicitly proxies
for career concerns. Skilled managers may act more cautiously, realizing that they have more
at stake than less skilled managers. The status component of the utility function can be
interpreted as a value function or continuation utility. Consistent with the prediction that
skilled managers are more status concerned, I find that the correlation between A4 and oo
is positive and equals 57%. I show in Section 6.4.2 that a model with career concerns is
unable to affect optimal policies for the relevant range of risk aversion. One reason why
this model has so little bite is a peso-problem in measuring career concerns. If all managers
avoid particular actions as they know this will induce demotion, then the model of demotion
probabilities needs to extrapolate into this region and underestimate true career concerns

faced by fund managers.

6.9 Optimal delegated investment management

In this section, I demonstrate that the joint distribution of risk preferences and managerial
ability is a key input for the optimal allocation to active and passive management. I consider
three types of investors who allocate capital to cash, a passive style index, and actively-
managed mutual funds.®® They differ in how they account for heterogeneity. The first
investor optimally accounts for heterogeneity and uses the structural model of Section 6.7.
The second investor ignores heterogeneity and uses sample average values of the parameters
that govern ability and risk preferences. The third investor accounts for heterogeneity,
but uses performance regressions to characterize heterogeneity. I quantify the economic
importance of heterogeneity by measuring the utility costs that are induced by these sub-

optimal strategies.

60T focus in the section on the problem of delegated instead of decentralized investment management. The
current approach can easily be extended to study the decentralized problem with different investment styles
(Binsbergen, Brandt, and Koijen (2007)).
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The economic importance of heterogeneity The investor is assumed to have power-

utility preferences with a coefficient of relative risk aversion 7;:

1
— I

max F L W%_W] : (6.33)
where W7 denotes time-T" wealth. For tractability, I assume that the investor implements a

constant-proportions strategy, 7,%! so that wealth evolves as:
th = Wt (T + WIEtA) dt + Wtﬂ'thZt, (634)

with ¥; = (0p, ¥'2:(04)) and 7,(6,) indicates the manager’s optimal (dynamic) strategy.
The returns produced by the active manager depend on her ability and risk preferences, sum-
marized in ©4. A key feature of (6.33) is that the expectation operator not only integrates
out financial risks, but also uncertainty about the manager’s type, that is, her ability and
risk preferences. Denote the return distribution conditional on the manager’s parameters
by frie, (Rr | ©4), and the distribution over the managers’ parameters by fo,(©4). Their
joint distribution is denoted by fre, (Rr,©4) = frie, (Rr | ©4) - fo,(©4). The problem

in (6.33) can then be reformulated as:

1
— I

_ 1 _
max Eo |:1 W% W:| = max/ |:/ 7W71ﬂ WfB‘@A (RT | @A) dR f@A(@A)d@A
™ O R

e 1—")/1

™

— / T, T, 01 fo, (04)d04 = max J(r.T),  (6.35)
O ™

with J(7,T,0,4) denoting the value function corresponding to the strategy m when the
manager’s parameters are given by 4. To quantify the utility costs induced by ignoring
heterogeneity in ability and preferences, I compare the optimal solution to (6.35), denoted
by m1, to the optimal strategy of an investor who employs the average parameters instead,
denoted by my = argmax, J(m, T, E [©4]). The utility costs are computed as the reduction
in certainty-equivalent wealth:

1

CEQ (m1,m) = (j(@,T) /j(m,T)> T, (6.36)

Appendix 6.G provides details on how to compute CEQ (7, m2). If the investor uses perfor-

mance regressions, the optimal strategy can be determined along the same lines. The investor

61Since the investor implements a constant-proportions strategy, wealth (W) is ensured to be non-negative.
The investor never shorts the mutual fund, which carries a non-negative price of risk. Aggressive investors
may short the index or borrow to invest in mutual funds and the style index, which is feasible in real life.
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allocates her capital to the style benchmark and the managed portfolio with dynamics:
dA, = Ay (r + Bopip +a)dt + A fopd ZF + Ajo.dZ}, (6.37)

where the coefficients © 4 = («, 3, 0.) are drawn from the empirical distribution. In this case,
heterogeneity is reflected by the trivariate empirical distribution of © 4, which the manager

integrates out as in (6.35). Further details are provided in Appendix 6.G.

Empirical results Panel A of Figure 6.9 displays the optimal allocation to the style
benchmark (left) and mutual funds (right) for the three investors in the large/value style.
The horizontal axis displays the coefficient of relative risk aversion ranging from one to 10,
the vertical axis the optimal allocation. First, the investor who ignores heterogeneity in
ability and risk aversion (blue solid line) invests more aggressively in mutual funds than
the optimal strategy (green dashed line). Heterogeneity acts as a source of background
risk or Bayesian parameter uncertainty, which increases the effective risk aversion of the
investor (Gollier and Pratt (1996)). Second, if the investor uses performance regressions, she
becomes overly conservative. The estimated cross-sectional distribution is a convolution of
true heterogeneity and estimation error. For performance regressions (red dotted line), the
latter component dominates and the manager overestimates heterogeneity. The utility costs
corresponding to both sub-optimal strategies are depicted in Panel B for the large/value
style (left) and small/growth style (right). First, the utility costs are economically large, in
particular for the small/growth style. For the strategy that ignores heterogeneity (blue solid
line), the utility costs can be as a high as 380bp per year, while the costs peak above 50bp
for the large/value style. Second, the use of performance regressions somewhat mitigates the
costs (red dotted line). For the small/growth style, the maximum costs drop to 130bp. In
sum, the utility costs are substantial, suggesting that it is crucial for investors to take into

account the heterogeneity in ability and risk preferences of their mutual fund managers.

6.10 Conclusions

I use structural models of delegated portfolio management to recover the cross-sectional dis-
tribution of managerial ability and risk aversion. I develop a new likelihood-based estimation
procedure to analyze such models empirically. By imposing the cross-equation restrictions
that are implied by the structural models, I show that both managerial ability and risk pref-
erence parameters can be estimated from the volatility instead of the mean of fund returns.
As such, T obtain sharp estimates of managerial ability, an issue that has plagued the per-

formance literature ever since Jensen (1968). I find that 31% of the managers have positive



280 The Cross-section of Managerial Ability and Risk Preferences

alphas after costs. Once sampling uncertainty is taken into account, this number drops to
13%.

Two standard models of delegated portfolio management result in economically implausi-
ble estimates of either managerial ability or risk aversion. Therefore, I develop a new model
that imputes a concern for the relative position in the cross-sectional asset distribution into
the preferences of the manager. I find that this model describes fund returns better than the
other structural models and reduced-form performance regressions. The resulting estimates

of managerial ability and risk aversion are plausible.

The main empirical results can be summarized as follows. First, risk aversion and man-
agerial ability are both right-skewed, and there is more heterogeneity in risk preferences
than in ability. Second, risk aversion and managerial ability are positively related. Skilled
managers are more cautious. I show that this result can be explained by selection arguments
or career concerns. Third, only a small fraction of the cross-sectional variation can be re-
lated to observable characteristics, which points to considerable unobserved heterogeneity.
Fourth, the model endogenously generates time variation in risk aversion. I find that this

time variation strongly co-moves with the equity risk premium; their correlation is 62%.

My results can be extended in several directions. First, the methodology that I develop
may be applied to a range of different problems that use martingale techniques. Such ap-
plications include dynamic models with strategic interaction (Basak and Makarov (2007)),
ability and preferences in the hedge fund industry (Panageas and Westerfield (2007)), and
dynamic corporate finance models. Second, learning about managerial ability plays a key
role in many theoretical mutual fund models (for instance, Berk and Green (2004) and Dangl,
Wu, and Zechner (2007)). The approach in this paper implies that the individual investor’s
learning mechanism is much more efficient if the investment problem of the manager is taken
into account. It seems therefore interesting to revisit the role of learning when explaining
phenomena in mutual fund markets using the approach advocated in this paper. Third, re-
cent models of consumption-based asset pricing use the household’s Euler condition to price
the assets. However, most capital invested in financial markets flows through the hands of
delegated portfolio managers. Several recent studies show that the manager can become the
inframarginal agent that prices the assets (for instance He and Krishnamurthy (2006)). If
this is the case, deepening our understanding of the preferences of mutual fund managers
is an important component of a better understanding of asset prices. The pronounced co-
movement between risk aversion and risk premia I find suggests that there is merit to this
conjecture. The results in this paper provide a first step in modeling the preferences of the
managers that decide upon the optimal asset allocation on behalf of most households. Ex-

plicitly incorporating the intermediation sector in consumption-based asset pricing models
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is left for future research. Finally, it is interesting to explicitly model the manager’s private
information as in Liu, Peleg, and Subrahmanyam (2007). Information on the manager’s re-
turns and portfolio holdings®® can then be used to extract information about the manager’s
quality of private information and risk preferences, which builds upon recent work of Cohen,
Coval, and Pastor (2005), Wermers, Yao, and Zhao (2007), and Yuan (2007).

6.A Performance regressions in continuous time

This appendix summarizes performance regressions in a continuous-time framework. Nielsen and Vassalou
(2004) discuss the link between continuous-time and discrete-time performance measures. I focus on the case
with one style benchmark, but extensions to multi-factor benchmark models are trivial. In continuous time,
the standard performance regression reads:

dA, (dStB

— —rdt=adt+ 93

— rdt) +o.dZ (6.38)
Ay ]

This implies that the dynamics of assets under management satisfy:

dA
Tt = (r+a+ﬁaB)\B)dt+ﬁ0’BdZtB+UsttA' (6'39)
t

For comparability with the structural models, I perform a two-step procedure in which I compute the
likelihood of fund returns, r4**7 conditional on benchmark returns, 72%*7 and the passive parameters,
6 B, that are estimated in the first step. k denotes the number of fund years available for a particular
manager-fund combination. I define O¢ = {«, 5, 0.}.

The performance parameters O¢ are estimated by maximizing the log-likelihood:

kT /h
A,xxT B,k xT, A _ A B. A
rréz;xﬁ (r | 7 ;1 9c, @B) max Z: L (rt | 77 ©Oc, @B) . (6.40)

Given the log-normal structure of the financial market in Section 6.3, the joint dynamics of the passive return
and the mutual fund return are given by:

1
TtB = (’r—l— OBAB — 50123) h+ O'BAZtB, (6.41)
1 1
rd = (r—i— a+ BopAp — 5520% - 503) h+ BopAZE + 0. AZ2, (6.42)

with h = 1/12 because the parameters are expressed in annual terms, 7 the average 1-month T-bill rate over
the relevant year, Ay = y; — y¢—_pn, and:

AZB
( AZiA ) ~ N (021, hloxs2) . (6.43)
It therefore holds:
rit | rf ~ N (i, 0%), (6.44)
with:
1 1 1
pt = (7“—1— o+ BopAp — 5520123 — 503) h+ 03 (rf — (7“—1— oA\ — 50%) h) , (6.45)
o = olh, (6.46)

52Dybvig and Rogers (1997) propose a simple estimator of preference parameters based on holdings data.
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which results in the log-likelihood in (6.40).

6.B Career concerns and fund flows

This appendix extends the model in Section 6.4.2 to allow for career concerns and external fund flows. The
model closely follows Chapman and Xu (2007). Section 6.B.1 summarizes the model, while Section 6.B.2
provides further details on its calibration. Section 6.B.3 derives the Bellman equation and demonstrates its
homogeneity in assets under management. Section 6.B.4 briefly summarizes the numerical procedure. The
optimal strategies and results are discussed in Section 6.B.5. Time is expressed in months in this section to
simplify notation.

6.B.1 The model

The dynamics of assets under management reads A; = 0; A;_3, with 6;:

fo eXp (Ft73(zt73) + Ef) , wp. 1-— thTt_3(Zt73, Age;_3) — qt?t_3(2t737 Age;_3)
et = vp , W.p. qftfg(zt—?n Aget—3) ,
VD y W.p. qt‘t_g(ztf& Agetffﬁ)

with R = A;/A;_3 and qtlljt_3 (qtlljt_3) the probability that the manager will be promoted (demoted) at time ¢
conditional upon the information at time ¢t —3. The change in assets under management in case of promotion
(demotion) is denoted by vp > 1 (vp < 1). F;_3 denotes the expected fund flow and e/ ~ N (07 a%) is the
idiosyncratic risk present in fund flows.%3 Fund flows and promotion/demotion probabilities depend on past
fund performance via z;, which evolves as:

Zt = PoZt—3 + p1 (Rf — RtB) , (6.47)

and forms a weighted average of past relative performance. Promotion and demotion probabilities fur-
thermore depend on the number of years that the manager is active in the mutual fund industry, Age;.
Appendix 6.B.2 describes the exact functional forms and calibration in full detail, derives the value function,
and provides further details on the numerical method. The decision frequency is quarterly and I assume
that the manager follows a constant-proportions strategy at intermediate points in time.%*

6.B.2 Model specification and calibration details

Fund flows are modeled as a third-order polynomial in past performance:

3
Fy =60+ Z5i (z)",
i=1

of which the parameters are given in the Table 6.1. It also reports the idiosyncratic volatility of fund flows
(or) and the increase (decrease) in assets under management, vp (vp), in case of promotion (demotion).
The promotion and demotion probabilities are represented by a multinomial logit model:

exp(¢pt)
1+ exp(@pae) + exp(Ppre)’

exp(@pry)
1+ exp(@pxt) + exp(p e

P _ D _
Qejt—n = ) Qejt—n =

with z; = (2, Aget)/. The parameters that describe the promotion and demotion probabilities are depicted
in Table 6.2. The variable Age; indicates the period that the manager is active in the industry and is used
to compute the dummy variables in Table 6.2. The performance variable z; evolves according to (6.47). The

63Uncertainty in fund flows is assumed to be independent of the other financial risks.
64This assumption follows Campbell and Viceira (1999) and Campbell, Chan, and Viceira (2003). Under
this assumption, the investor can hold long and short positions without rendering the strategy inadmissible.
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do g1 P 03
Value 0.0135 0.0928 -0.0031 -0.0371
Growth 0.0142 0.1389 0.0411 -0.0703

VD vp of
0.423 1.72 0.13

Table 6.1: Model parameters

The table lists the parameters for the model of fund flows in Appendix 6.B. §;, i = 0, ..., 3, describe how
fund flows depend on past performance (see (6.B.2)) and op is the idiosyncratic risk in fund flows. The
table also displays the (proportional) reduction in assets under management in case of demotion (vp) and
the (proportional) increase in case of promotion (vp). The estimates are taken from Chapman, Evans, and
Xu (2007).

Variables contained in x;

Promotion 2t I(TenureSS) I(Tenuree (3,7]) I(Tenure>7) ZtI(TenureSS) 2t I(Tenure€(3,7])
Value 0.9327 -4.8866 -4.6177 -4.5313 0.0244 -0.2620
Growth 0.9118 -4.8004 -4.6615 -4.6746 0.2188 0.0482
Demotion

Value -0.6682 -3.4784 -3.5454 -3.8634 -0.0884 -0.2415
Growth -0.5930 -3.7300 -3.7186 -3.8829 0.0331 -0.1348

Table 6.2: Model parameters

The table lists the parameters for the model of managerial promotion and demotion in Appendix 6.B. It
contains the parameters of the multi-nominal logit model. The estimates are taken from Chapman, Evans,
and Xu (2007).

parameters for the value manager equal: pp = 0.51 and p; = 0.178; for growth managers: py = 0.59053 and
p1 = 0.15309.

6.B.3 Homogeneity of the value function

The manager’s problem is given by:

1 -
max By |—— AL 7. 6.48
{z0,z3,26,29} 0 |:1 -7 r :| ( )
Define the manager’s value function as:
J(A¢, 2¢,t) =  max  E {LAFV} (6.49)
Y {x¢,xr—_3} 1—7v T ’ ’
with J(Ag, zp,T) = ?i: . The value function satisfies the Bellman equation:

J(At, 2ty t) — max Et [J(At+3, Zt+435 t+ 3)] . (650)

Tt
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I show that value function has the property:
J(Av,ze,t) = A7 VI, z,t)
A7 T (2, 1), (6.51)

with j(zt, t) = J(1,z,t). The proof is by induction. At t = T, the property trivially holds. Suppose that
(6.51) also holds for s, t < s < T, then it follows:%>

J(At, Zt, t) = mnax Et [J(At+3, 243, t+ 3)] (652)

Tt

= max E, {AH_?,J Ztt3,t+ 3)

.,

Al 4 suvp B [ (zt43,t+3 } )| + P s.vp B [j(zt+3,t+ 3)}
= b ~
o (1 qt+3|t qt+3|t) By {RHEB g exp (Fy(1 —7) +efi5(1 = 7)) J (2043, + 3)}

= max A} " J(z,t),
Tt

which establishes the homogeneity of the value function.

6.B.4 Numerical procedure

The optimal allocation to the style benchmark and active portfolio are determined by means of numerical
dynamic programming. Since the model is specified at a quarterly frequency, the manager needs to make
four investment decisions per annum, conditional on prior performance, z(z;). The optimal policies are
determined using the Bellman equation derived in the previous section. The model features three shocks;
two for the financial market and one for idiosyncratic fund flows. However, the latter shock only enters the
value function in case the manager is not demoted nor promoted:

(1 ~diysp — qgrs\t) Ey [Rﬁé_”) exp (Fi(1 =) +efya(l =) J(aqa,t + 3)} ;
see (6.52). As a result, this shock can be integrated out analytically:

(1 — e — th-',-3|t> Ey [RtJr(:a " exp (Fe(1 =) +ef3(1 =) J(zeys,t + 3)} =

(1 - q£r3\t - q£}-3|t) exp <Ft(1 -+ %(1 - 7)2012w> E; [Rf‘lé M J(2eps,t+ 3)} ,

which implies that only two shocks are left. I use bivariate Gaussian quadrature to compute all expectations
that arise (Tauchen and Hussey (1991)). For the performance variable z;, I form an equally-spaced grid on
[—0.90, 0.90] with steps of size 0.05. I solve for the optimal strategy and the implied value function at each
of the grid points. Refining the step sizes does not change the results. The value function in between grid
points is interpolated via cubic-spline interpolation.

6.B.5 Optimal strategies

Figure 6.1 depicts the optimal investment strategy of a large/value manager that works between 3-7 years in
the mutual fund industry.%® The top figure displays the manager’s holdings of the benchmark asset and the
bottom figure the optimal allocation to the active portfolio. The axes correspond to the manager’s coefficient
of relative risk aversion () and prior relative performance (z;). The downward sloping plane corresponds to
the problem in which there are no incentives (6; = R;'), while the non-monotone plane describes the optimal
solution to the full-fledged model. Three aspects are worth mentioning. First, the optimal allocations are
non-monotone in risk aversion. The intuition is as follows. As (6.52) shows, the value function has three

65For notational convenience, I omit the arguments of the promotion/demotion probabilities and expected
fund flows.
66The results for the small/growth managers and different tenure stages are qualitatively similar.
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Figure 6.1: Optimal investment strategy in the presence of incentives

The figure displays the optimal allocation to the style benchmark (top panel) and the active portfolio (bottom
panel) for different values of the coefficient of relative risk aversion (y) and past performance (z;). z; is defined
in (6.47). The monotone planes correspond to the optimal strategy of the model in Section 6.4.2. The non-
monotone planes display the optimal strategies in the model of Appendix 6.B. In this model, assets under
management change due to fund returns, performance-sensitive fund flows, and promotion and demotion.
The figure depicts the optimal investment strategy of a large/value manager that works between 3-7 years
in the mutual fund industry.

components corresponding to promotion, demotion, and no career change. The demotion event results in a
drop in assets in which case the value function is pre-multiplied by 1/11;7. Since vp < 1, this number turns
large when v increases, and the manager effectively minimizes the demotion probability, which is virtually
linear in performance. As a result, the manager acts as if she is more aggressive. Second, for low levels
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of risk aversion, incentives do not affect the optimal investment strategy. This region turns out to be key
however. Mutual funds have betas with respect to their style benchmarks that are close to one and display
relatively little dispersion. In this model, this can be reconciled by either a risk aversion level that is close
to Ag/op in case incentives have no bite and the manager acts as an asset-only investor. Alternatively, the
manager’s risk aversion is such that it exactly balances the demotion probability in the increasing region in
the direction of risk aversion. The latter case can however be ruled out for different economic reasons. It
is well known that older managers take more risk (Chevalier and Ellison (1997)), which in fact motivates
Chapman and Xu (2007) to study the impact of career concerns on risk-taking. Older managers are less
likely to be demoted, meaning that the increase in risk-taking for more conservative managers becomes less
pronounced. Hence, the model predicts that older managers to take on less risk, which clearly is at odds with
the data. Therefore, I conclude that incentives, once calibrated to observed career changes and fund flows,
hardly affect the optimal policies in the relevant region of risk aversion. As such, I study the reduced-form
case with 0; = R4; from now on for this model. Third, in the direction of past relative performance, there is
a slight increase in risk-taking. This is a consequence of the convexities in fund flows. Indeed, if F; is zero,
the slope in this direction is nearly zero. The economic significance is small however, which resonates with
the findings of Chapman and Xu (2007).

6.C Relative risk aversion in the status model

The manager’s preferences are given by:

Eo [u(Ar, Ar)] = Ey | —— AL 4 (1 — ) S (1 — 02) AL g (ﬁ) _02] : (6.53)

170’1

The coefficient of relative risk aversion reads:

AT’U,(Q’O) (AT7 AT)
w(1,0) (AT;AT) ?

RRA (Ar, Ar) = — (6.54)

with ©(»7) denoting the i-th derivative with respect to Ay and the j-th derivative to Ap. The required
derivatives are given by:

_ s . A —02 A
w0 (Ap, Ar) = pA77 4 (1= 02) (1=0) S (1 —02) A7 0 (A_T> J (A_T) (6.55)
T T
_ _ AT —oo—1 AT 2
w0 (Ap, Ar) = —omAT T —oa (1—02) (1—1) S (1—02) A7 Yo (A_> [Q, (A_ﬂ
T T
A—01— AT s AT
F =0 (1=m)S(1—00) A7 g (A_T) S/ (A_T>
= oA - (6.56)

(1—o2)(1—n)S(1—03) Az g (j_;)_” S (j_;) o ¢ (37)}2

which implies that the Arrow-Pratt measure of relative risk aversion reads:

AL +(1702)(177])5(1702)[1;019(g—;)_m 4z lgu (4) + o [Q'Egz;q

RRA (Ap,Arp) = _
T, AT nA;ol+(1—02)(1—77)5(1702)121;019(%) Q,(E_T)
o' (ar)ar o' (aT)aT}
o(ar) o (ar)

= w(aT)ol -+ (]. — w(aT)) 02
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with: -
nar”
nap” + (1 —02) (1 =n)S(1—02)0(ar)” " ¢ (ar)

Note that both ¢ > 0 and ¢’ > 0, which implies w(ar) € [0,1].

wl(ar) = (6.58)

6.D The role of 0y in passive risk-taking

I show in this appendix that o; controls passive risk taking in the status model of Section 6.7. I solve for
the optimal strategy using the martingale method, which relates to Basak, Pavlova, and Shapiro (2007b). In
the martingale approach, I first solve for the optimal terminal asset level. The optimal investment strategy
is then given by the strategy that replicates this terminal claim.

Using the homogeneity property of the value function, the manager’s problem can be reformulated as:

max E()
RA>0 1—0o1

1o o RA 1—o02
(aoR%) +(1=n)S(1—0y) REV gy <a0R—§> 1 , (6.59)
with R = A;/Ap. The optimization is subject to the static budget constraint (recall that @ = 1):
Ey [Rfer] = L (6.60)

The corresponding Lagrangian reads, with £ denoting the Lagrange parameter:

l1-0o —c RA 1=
Z(RAREE) = —1— (aRf) ™" ~n)S(1—02) REYVor (ao—5 — &prRY
1-— g1 RT
1—02 A
n R} R# RA
x 1= o ( —g) +(1-n)S(1—-02)er (GOR—% _&OTW
RA AN L1—o2 A
" T Ry . Ry
= =T 1-n)S(1— T G L
1—oy ( R?) ( 77) ( 02) or (GORg) &PT R%
= ( ) (6.61)
where last equality defines (), R?B = R% /RE and I define:
¢r = or (RE)"" . (6.62)

This change of variables shows that I can equivalently optimize over R?B. One complication is that the
objective function may not be globally concave in R%B if o9 < 0 orif ¢” > 0. Hence, standard first-order
conditions are not sufficient. The standard approach is to construct the concavification of & (R%B ) (Carpenter
(2000), Cuoco and Kaniel (2006), and Basak, Pavlova, and Shapiro (2007b)), which is the smallest concave
function that dominates @ (R47). I call the concavified function @ (R#¥). Details on the construction of
this function are provided in Appendix 6.E.2. The resulting optimization problem is given by:

max @ (R$5) — £prRyP. (6.63)

RAB
Denote the optimal relative terminal asset level by:

REP* = f (¢¢r), (6.64)

which is decreasing in @ as can be shown using the techniques in Basak, Pavlova, and Shapiro (2007b).
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Equipped with the optimal terminal relative return, I can compute the time-¢ return on assets:

* ' ~
RM™ = E [—TRgf(fng)]
Pt
[or B7
L vt RP

M~ RB 1—01 )
RPE, % (R—tTB) f(&PT)]

RPE, f (f@T)]

= RFEt <R_£) Ey f—TTf(&ZT)
t

B RB 1—017] ~
RPE, (R—tﬁ) Ef [%f(f@ﬂ} ; (6.65)

in which I change the measure to an equivalent measure G via the Radon-Nikodym derivative:
RE\ 171
a_(5b)
dp RB l1—o1]’
B\ ()]

All expectations under the equivalent measure G are denoted by EE [], while P—expectations are denoted
by E:[-]. Note that the first expectation in (6.65) is a deterministic function of the remaining investment
horizon, T' — t. Due to the Markovianity of (¢¢),~, it holds:

(6.66)

R =RPg(&,¢1), (6.67)

RZB, 1—0'1
Ry
The last step is to compute the optimal investment strategy, x; (), which is the replicating portfolio

of R{**. To this end, I match the diffusion term of R;', which is given by R{*z'¥dZ;, with the one of R{**.
The latter diffusion term takes the form (Ito’s lemma):

with:
g (fa @t) = Et

E¢ {%f (&bT)] : (6.68)

(Léfé %)) RPG [-N + 01€]5]dZ, + R ey 8dZy, (6.69)
t
which leads to:
*( z£* (&) dg (&, Pt) Pt 1 __
e = (hi(Z) ) = e-o () i [ el (6:70)

with e; denoting the first unit vector. Since 4 (R?B ) is increasing and concave in R?B , it holds that g (£, o)
is monotonically decreasing in ¢p. As a result:

ag (ga @t) ()515
N 1( = )R{‘B*’ (6.71)

is positive. If o1 > A\p/op, then 25*($;) < 1, while, by contrast, z5*(%;) > 1 if o1 < Ap/op. This implies
that the manager can increase of decrease the benchmark weight if she wants to deviate from the herd. It
depends on o7 how the manager deviates and implies that o; controls passive risk-taking. Quantitatively,
the deviation also depends on o9, which affects g(§, +). Lower values of o5 will make the utility index more
convex, thereby enlarging the risk-shifting region and increasing the manager’s tilt away from the benchmark.



6.E. Econometric approach 289

The two special cases in which the preferences reduce to the preference specifications in Section 6.4 can
be identified easily. If n = 0, it holds:

ag (57 8515) @t
- =1, 6.72
7 ( 9p ) RiP (0:72)
and the optimal portfolio simplifies to:
1
rf = —Y A (6.73)
g1
When 7 = 1, the asset distribution is uniform, and o7 = 1, it holds:
ag (ga 9515) 9515 1
— = — 6.74
g1 < agét RfB* o9 ’ ( )
and the optimal portfolio simplifies to:
1 1
rf=—Y"'A+ (1 — —) e1, (6.75)
02 02

which is the optimal strategy derived in Binsbergen, Brandt, and Koijen (2007).

6.E Econometric approach

This appendix details the construction of the likelihood of mutual funds returns conditional on passive
returns. Section 6.E.1 provides the results for the two benchmark models in Section 6.4. Section 6.E.2
constructs the likelihood for the model in Section 6.7 in which the manager care about their relative position
in the asset distribution.

6.E.1 Two benchmark models

In both benchmark models, the optimal strategy is a constant-proportions strategy ((6.8) and (6.10)). This
implies that the likelihood can be constructed as in Appendix 6.A with:

a = ztoala, (6.76)
g = B, (6.77)
0. = 204, (6.78)

and ©¢ is replaced by © 4 = {A\a,~}.

6.E.2 Status model

Section 6.5 and, in more detail, Koijen (2007) uses the mapping from assets under management to the state-
price density that is implied by the martingale method to construct the likelihood of fund returns. This
mapping is straightforward to construct in case of a globally concave utility index (Koijen (2007)). This
appendix provides the procedure for the status model in which the utility index can feature local convexities.
I combine martingale techniques in the presence of local convexities (Basak, Pavlova, and Shapiro (2007b))
with the simplifications in Section 6.D.

I outline the main procedure if there is at most one convex region. The method directly extends to multiple
convex regions.
1. Check whether the Lagrangian is globally concave:

n
1—

170’2

i (RpP) — prRy” = — €prRAB.(6.79)

) (aOR%B)kU1 +(1=n)S(1—o02)or (aoRﬁB)
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for instance, by computing the maximum of @” (RAB). If the maximum is positive, the function
features local convexities; otherwise, the Lagrangian is globally concave.

. If the objective function is not globally concave, I construct its concavification. The concavified

function is the smallest function that dominates (-), see Carpenter (2000), Cuoco and Kaniel (2006),
and Basak, Pavlova, and Shapiro (2007b). This means that the convex region is replaced by a chord
between Ry and Ra, where Ry and Ry solve (Ry < Ra):

m (Rl) = A+ BRy, (680)
o (Ry) = B, (6.81)
W' (Ry) = B. (6.83)
This results in a system of four equations in four unknowns, which simplifies to:

W (R) = @ (Ra), (6.84)

v u(Ry) —u(Ry)
= 6.85
@ (Ry) 2, (6.85)

which is a system of two equations in two unknowns (R; and Rs) only. The concavified function is
then defined as:

i (R4P) = a (RAP) Jif RAP ¢ [Ry, Ry)
(6.86)
i (RAP) = A+ BR4P  |if R#P € [R1, Ry

This function is, by construction, concave and continuously differentiable. In summary, I use u(-)
if the utility index is globally concave and 4(-) in case of local convexities. I will use @(-) in the
remainder of the procedure, which can be replaced by @(-) if the utility index is globally concave.

. Compute the Lagrange parameter, £. I need to find £ that satisfies the budget constraint: Ey [R?cpT] =

1. Appendix 6.D, Equation (6.65) shows that the budget constraint can be written as:
1—0'1 ~ ~
L= B |(RR)"] B [orf (gor)], (6.87)
with f(£@7) the optimal terminal asset level relative to the benchmark (R#P*) that solves:

%ggu (R#P) — ¢prRyE. (6.88)

The scaled state-price density ¢, is defined in (6.62). The first expectation in (6.87) can be computed
analytically given the log-normal structure of the financial market:

o) [(Rﬁ)l"“} = exp ((1 — o) <7" +opp — %mﬁ;) T> . (6.89)

To compute the second expectation, I use that under G (by Girsanov’s theorem) it holds that (using
the Radon-Nikodym derivative in (6.66)):

zPC=2F —(1—oy)opt, (6.90)

is a G-Brownian motion. Z;! is a P- and G-Brownian motion. This implies that $r given ¢; can be
written as (1 =T — 1):
or < [(01 —1)r—3 ( —l—alal%) +0‘10'P)\P—(1—0‘1)()\130'13—0'10'123)]7' )
= exp ,
()\p — Ula'p) Z
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with AZy.1+ = Zr — Z;. It therefore holds:

log @1 —log @ ~¢ N (1,03 1) » (6.91)

with:
per = |(o1—1)r— % (A’A + 010123) +o10pAp — (1 —01) ()\pop - 010123) T, (6.92)
oy = (A\p—oiop)’r. (6.93)

The expectation in (6.89) is computed using univariate Gaussian quadrature with six points (see
Tauchen and Hussey (1991)). This holds true regardless of the number of Brownian motions driving
the uncertainty in the financial market.

4. Solve for the transformed state-price density at each point, @;, in time to match the observed mutual
fund return:
R? 1—0;
RP

in which the expectations are computed as in the previous step. This completes the mapping from fund
returns, R7T, to a time-series of the (transformed) state-price density, $*. Then the log-likelihood
contribution follows as a standard application of the change-of-variables theorem:

—1
oRY, .
dlog ¢
Note that I do not need to compute the portfolio weights explicitly, as I can compute the likelihood
of assets under management directly.

R = RPE,

By [f;—ff (&, @T):| : (6.94)

C(RM | RPYRYM) = 0(R} | RP,log i)

¢ (log @ | RB log Gi—n) + log (6.95)

Koijen (2007) provides further details on the exact implementation and explains the method in the model
of Section 6.4.2.

6.F Hypothesis testing

I formally test competing models of delegated portfolio management to study which model describes the
returns produced by fund managers best. I the testing procedure, I distinguish between nested and non-
nested models.

Nested models If the models are nested, the likelihood-ratio test can be used to discriminate between
models. Denote by £! the log-likelihood corresponding the unconstrained model evaluated at the maximum-
likelihood estimates, and £ the log-likelihood of the constrained model. The likelihood-ratio statistic:

LR=2(c'-L"), (6.96)

follows under the null a chi-squared distribution with the degrees of freedom equal to the number of parameter
constraints.

Non-nested models If the models are non-nested, the standard likelihood-ratio test cannot be ap-
plied. However, Vuong (1989) develops an alternative test that also uses the likelihood ratio as the main
input, and which can be used to test non-nested models.®” The different dynamic model of delegated man-
agement are not necessarily nested. The log-likelihood of fund returns conditional on the benchmark returns

57This test is also used in St-Amour (2006) to discriminate between structural consumption-based asset
pricing models.



292 The Cross-section of Managerial Ability and Risk Preferences

corresponding to Model 1 is denoted by £(1) (r£ | rL; @A) = ZtT:/Z S (TAt | rt, Tf{h; @A) and for Model 2
by £ (7“£ | rL; @A) = ZtT:/Z 2 (TAt | TtB,rf;h; @A). The null hypothesis reads:

Hy : Ey [ﬁ(l) (r£ | rﬁ;@f”*)} = Fy [E(Q) (7“£ | rL; 6542)’*)} , (6.97)

in which Ejy [-] denotes the expectation under the true model, and @qu)’* the pseudo-true parameters of Model
4. The null hypothesis does not require either of the models to be correctly specified. Then under Hy:

LM (rz; | rng;(:)S)) —L£® <T£ |r5:0 542)) —(-9q d, Hy
R
JarT/h

with p the number of parameters estimated in Model 1, ¢ the number of parameters for Model 2, and @fg)
the maximume-likelihood estimates of Model j. In addition, wr is defined as:

N(0,1), (6.98)

T/h
. 1 - 1 “hoa2)) ]2
or = T—/h ; {E(l) (rAt | rtB,rf4 h;®f4)) e (rAt | rtB,rf4 h;@fﬁ)}
1 T/h 2
T/h [6(1) (rAt | rtB,rf;h;GS)) — @ (rAt | rtB,ri‘_h;éf))] . (6.99)
t=h

Implementation All tests will be performed at the manager level. This implies that the test will have
relatively little power at a per-manager basis. However, I can take advantage of the large cross-section of
managers available. If the significance level is set at 5%, I expect to reject the null only for 5% of the
managers. If the rejection rate is considerably higher, this provides strong evidence that one of the models
provides a better description of mutual fund behavior.

6.G Utility cost calculation

To compute the loss in certainty-equivalent wealth, I need to determine 71, mo, and CEQ (w1, m2). First,
to compute 7o, I only need to integrate out financial uncertainty. This requires me to obtain the joint
distribution of the benchmark, SE, and the state-price density 7 (see Appendix 6.E.2) to compute Wr.
Note that in the derivation of the optimal strategy in Appendix 6.E.2, I require the transformed state-price
density StB "oy, As such, it is sufficient to simulate SE and ¢ to compute the payoffs of the active and
passive asset, and the investor’s wealth in turn. I use Monte Carlo simulations to integrate out the financial
uncertainty and I sample the manager’s strategy at a monthly frequency. To compute 71, I also need to
integrate out heterogeneity in ability and preferences. I use the empirical distribution function that I estimate
in Section 6.8 and the integration is replaced by summation as a result. The expectation with respect to
financial risks is again approximated by Monte Carlo simulations. The value function follow directly and
hence CEQ(m,m2). Note that the optimal strategy depends on ag. For each manager, I take the average
over the sample period available for the particular manager and use this value in the simulation exercise.

If the manager uses performance regressions, the computations can be simplified in this case as the value
function conditional on the parameters can be computed analytically and is given by (Wp = 1):

1 _ 1— __
J(m,T,04) = T <(1 — 1) (Z7EA+7) — Mw’IEE’zI) :

2

with ¥ the volatility matrix of the passive asset and the managed portfolio.
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Figure 6.2: Estimated distribution of fund alphas

The figure displays the distribution of fund alphas following from performance regressions (top panels) and
from the structural status model (bottom panels) in Section 6.7. The left panels provide the results before
fees and expenses, whereas the right panels correspond to the results after fees and expenses. The model
is estimated for 1,273 manager-benchmark combinations. The alpha in case of performance regressions is
computed as explained in Appendix 6.A.
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Figure 6.3: Managerial ability and risk aversion

The figure displays the cross-sectional distribution of managerial ability and the coefficient of relative risk
aversion that follows from the model in Section 6.7. The model is estimated for 1,273 manager-benchmark
combinations. The red line corresponds to a second-order polynomial fitted through the cloud of points to
illustrate the relation between managerial ability and the coefficient of relative risk aversion.
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Figure 6.4: Managerial ability and risk aversion across styles

The left panel of this figure displays the distribution of the coefficient of relative risk aversion. The right
panel depicts the distribution of managerial ability. The red (blue) lines correspond to the small/growth
(large/value) style. The densities are estimated using a standard kernel density estimators based on a normal

kernel function.
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Figure 6.5: Time series of risk aversion and expected returns
The blue line depicts the average time-series variation in the coeflicient of relative risk aversion that follows
from the status model in Section 6.7. This time series is computed by averaging the coefficients of relative
risk aversion in the cross-section of fund managers in each year. The dashed green line corresponds to the
time series of the equity risk premium, which is taken from Binsbergen and Koijen (2007).

Mutual fund style

Selected benchmark

Fraction of
observations (%)

Number of
managers

Fraction of
observations (%)

Number of
managers

Years of data > 1

Years of data > 3

Large-cap/blend
Large-cap/value
Large-cap/growth
Mid-cap/blend
Mid-cap/value
Mid-cap/growth
Small-cap/blend
Small-cap/value
Small-cap/growth

Total

S&P 500

Russell 1000 Value
Russell 1000 Growth
Russell Mid-cap

Russell Mid-cap Value
Russell Mid-cap Growth
Russell 2000

Russell 2000 Value
Russell 2000 Growth

20.1 714 20.3 258
11.7 427 11.7 149
11.6 448 11.1 141
10.2 383 9.9 126
6.3 228 6.4 82
13.7 526 13.5 172
7.8 291 8.6 110
6.2 200 6.3 80
12.4 477 12.2 155
100.0 3,694 100.0 1,273

Table 6.3: Number of manager-fund combinations per investment style
The table summarize the number and fraction of manager-fund combinations per investment style. Managers
are allocated to a benchmark by performing nine regressions of fund returns in excess of the short rate on
excess benchmark returns. I select the benchmark that maximizes the R-squared. The left panel displays the
allocation of manager-fund combinations for the full sample, the right panel for manager-fund combinations
for which at least 3 years of data is available.
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Mean  St.dev. Percentiles

10%  25% 50%  75%  90%

TNA ($mln) 1,042 3,757 22 54 174 630 2,001
Family TNA ($mln) 14,621 45,837 74 342 1,807 9,060 23,088
Family size 8.3 9.0 1.0 2.0 5.0 11.0 18.0
Expense ratio (%) 1.3 0.5 0.8 1.0 1.3 1.6 1.9
12B-1 fee (bp) 21.5 28.0 0.0 0.0 6.1 34.0 65.0
Total load (%) 2.1 2.4 00 00 1.0 47 55
Cash holdings (%) 4.2 4.5 0.0 1.0 3.1 6.3 10.2
Stock holdings (%) 94.9 5.0 87.8 924 96.2 984  99.7
Manager tenure (years) 5.2 4.5 1.2 2.1 3.9 6.8 10.6
Fund age (years) 11.1 12.5 22 39 6.9 123 271
Turnover (%) 89 96 18 36 67 113 175

Table 6.4: Summary statistics

The table provides the summary statistics of manager and fund characteristics. I provide summary statistics
for the total net assets under management (TNA), total net assets of the fund family (as defined by Chen,
Hong, Huang, and Kubik (2004)), family size (the number of funds that belong to the fund family), expense
ratio, 12B-1 fees, the total load (the sum of maximum front-end load fees and maximum deferred and rear-
end load fees), cash holdings as reported by the fund, stock holdings as reported by the fund (the sum of
common and preferred stock), manager’s tenure, fund age, and turnover.
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Panel A: Structural parameters

Model parameters Aa vy

Aa Y Mean Std 10% 50% 90% Mean Std 10% 50% 90%
2 0.10 0.01 0.08 0.10 0.11 2.00 0.09 1.90 2.00 2.11

0.1 5 0.10 0.01 0.08 0.10 0.11 5.01 0.21 4.74 5.00 5.29
10 0.10 0.01 0.08 0.10 0.11 10.01 0.43 9.48 10.00 10.57
2 0.20 0.03 0.16 0.19 0.24 2.01 0.18 1.80 2.00 2.24

02 5 0.20 0.03 0.16 0.19 0.24 5.03 0.44 4.51 5.00 5.61
10 0.20 0.03 0.16 0.19 0.24 10.06  0.87 9.01 9.99 11.22
2 0.30 0.05 0.24 0.29 0.37 2.03 0.27 1.72 2.00 2.39

0.3 5 0.30 0.05 0.24 0.29 0.37 5.08 0.68 4.29 4.99 5.97
10 0.30 0.05 0.24 0.29 0.37 10.16 1.37 8.58 9.99 11.94

Panel B: Structural and reduced-form estimation of fund alphas

Model parameters QML QOLS

Aa « Mean  Std 10% 50% 90% Mean  Std 10% 50% 90%
2 0.5% 0.49% 0.12% 0.34% 047% 0.65% 0.57% 2.95% -3.18% 0.62%  4.44%

0.1 5 0.2% 0.20% 0.05% 0.14% 0.19% 0.26% 0.23% 1.18% -1.27% 0.25% 1.77%
10  0.1% 0.10% 0.02% 0.07% 0.09% 0.13% 0.13% 0.64% -0.64% 0.12%  0.90%
2 2.0% 1.96% 0.50% 1.35% 1.90% 2.63% 2.15% 5.90% -5.34% 2.25%  9.85%

02 5 0.8% 0.78% 0.20% 0.54% 0.76% 1.05% 0.86% 2.37% -2.15% 0.89% 3.93%
10 0.4% 0.39% 0.10% 0.27% 0.38% 0.53% 047% 1.25% -1.08% 0.45% 2.02%
2 4.5% 4.46% 1.23% 3.02% 4.30% 6.10% 4.71% 8.84% -6.54% 4.86% 16.21%

0.3 5 1.8% 1.78% 0.49% 1.21% 1.72% 2.44% 1.89% 3.55% -2.62% 1.94% 6.52%
10 0.9% 0.89% 0.25% 0.60% 0.86% 1.22% 0.96% 1.79% -1.32% 0.96% 3.36%

Table 6.5: Simulation experiment to compare model-implied and regression-based alphas

Panel A displays the results of a simulation exercise in which I simulate the model in Section 6.4.1 for three
years on a monthly frequency. Managerial ability takes values in Ag € {.1,.2,.3} and the coefficient of
relative risk aversion takes values in v € {2,5,10}. The table provides the mean, standard deviation, and
10%, 50%, and 90% quantiles of the estimates across 2,500 data sets. Both models are estimated by means
of likelihood, see Appendix 6.E.1. Panel B displays the fund’s alpha that is implied by the structural model,
anr = A% /7, or that follows from a standard performance regression, aors, see Appendix 6.A.
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Model-implied Performance regressions
¥ Aa « J6] o « 1) O
S&P 500 Mean 46.08 136 6.27% 1.10 4.48% 0.82% 0.96 4.10%

Median 31.29 1.37 5.74% 1.10 4.36% 0.67% 096 3.75%
St.dev. 108.15 0.34 3.51% 0.05 2.02% 2.98% 0.11 1.97%

Russell 1000 Value Mean 3821 162 7.74% 115  4.72%  0.30% 0.93  4.09%
Median 35.94 163 7.70% 1.13 4.59% 0.29% 0.92 3.91%
St.dev. 14.99 0.32 3.24% 0.06 1.65% 2.60% 0.13 1.55%

Russell 1000 Growth Mean 17.35  0.91 6.00% 1.08 6.19% 1.26% 094 547%
Median 15.93 0.89 5.03% 1.06 5.77% 0.99% 0.92 4.99%
St.dev. 9.30 0.40 4.90% 0.09 3.27% 3.60% 0.18 2.74%

Russell Mid-cap Mean 23.75 148 10.72% 1.19 7.03% 1.11% 0.96 6.47%
Median  24.17 144 9.50% 1.16 6.50% 0.90% 0.95 5.98%
St.dev. 8.55 0.36  5.89% 0.09 2.90% 4.43% 0.17  2.8T%

Russell Mid-cap Value Mean 2790 1.75 11.88% 1.23 6.711% -0.04% 094 5.97%
Median  26.01 1.77 10.81% 1.22 6.62% 0.32% 094 6.00%
St.dev. 830 0.29 441% 0.07 1.89% 4.15% 0.18 1.77%

Russell Mid-cap Growth Mean 11.42 094 9.27% 1.11 9.30% 0.40% 0.95 7.98%
Median  10.77 0.93 6.46% 1.08 837% 059% 095 7.76%
St.dev. 6.01 0.42 7.21% 013  4.02% 5.80% 0.22  3.08%

Russell 2000 Mean 19.92  1.35 10.57% 1.11  7.72%  3.55% 0.90 6.78%
Median 17.80 1.35 9.44% 1.10 7.32% 3.59% 0.93  6.28%
St.dev. 9.44 039 5.62% 006 3.13% 520% 0.18 2.92%

Russell 2000 Value Mean 29.01 1.70 11.45% 1.20 6.77% 1.61% 0.95 6.28%
Median 26.74 1.73 11.67% 1.18 6.53% 1.46% 0.94 5.93%
St.dev. 1257  0.29 4.34% 0.11 2.53% 3.68% 0.16 2.49%

Russell 2000 Growth Mean 790 0.64 6.14% 1.06 10.14% 549% 0.96 9.10%
Median  6.86  0.56 4.52% 1.01 9.27% 5.01% 097 8.69%
St.dev. 751 051 5.82% 006 6.31% 6.92% 0.17  4.73%

Table 6.6: Parameter estimates for the model in Section 6.4.1

The table summarizes the estimation results for the model in Section 6.4.1. The model is estimated by
means of maximum likelihood for 1,273 managers over the period 1992.1 to 2006.12 for all nine investment
styles. Fund managers are included when at least three years of return data is available to estimate the
models. The first two columns provides the estimates of the structural model, v and A4. Columns three to
five provide the implied estimates for the coefficients of a performance regression, «, 3, and o.. The last
three columns report the results of standard performance regressions (Appendix 6.A). In all cases, I report
the cross-sectional mean, median, and standard deviation (St.dev.) of the estimates. The parameters are
expressed in annual terms.
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Model-implied Performance regressions
¥ Aa « J6] o « I6) O
S&P 500 Mean 425 0.18 0.89% 0.95 4.16% 0.82% 0.96 4.10%

Median 4.19 0.17 0.65% 0.95 3.82% 0.67% 0.96 3.75%
St.dev. 047 0.08 0.87% 0.11 1.99% 2.98% 0.11 1.97%

Russell 1000 Value Mean 6.41 0.26 1.21% 093 4.13% 0.30% 093 4.09%
Median 6.37 0.25 0.99% 0.92 3.90% 0.29% 0.92 3.91%
St.dev. 0.89 0.10 0.89% 0.13 1.56% 2.60% 0.13 1.55%

Russell 1000 Growth Mean 2.18 0.12 0.86% 094 5.55% 1.26% 0.94 5.47%
Median 2.05 0.11 0.55% 0.92 5.03% 0.99% 0.92 4.99%
St.dev. 1.66 0.15 1.54% 0.17 2.77% 3.60% 0.18 2.74%

Russell Mid-cap Mean 520 0.33 2.53% 0.95 6.54% 1.11% 096 6.47%
Median 5.08 0.30 1.80% 0.95 6.04% 0.90% 0.95 5.98%
St.dev. 0.92 0.15 2.39% 0.17 2.85% 4.43% 0.17 2.8™%

Russell Mid-cap Value Mean 7.81 046 2.94% 093 6.02% -0.04% 094 5.97%
Median 7.33 0.42 2.55% 0.93 6.03% 0.32% 0.94 6.00%
St.dev. 3.13 020 1.77% 0.18 1.74% 4.15% 0.18 1.77%

Russell Mid-cap Growth ~ Mean 204 0.16 1.49% 0.95 8.11% 0.40% 0.95 7.98%
Median 1.94 0.15 1.19% 0.95 7.86% 059% 0.95 7.76%
St.dev. 0.49 0.07 1.16% 0.22 3.15% 5.80% 022 3.08%

Russell 2000 Mean 324 0.22 1.74% 0.90 6.97% 3.55% 0.90 6.78%
Median 2.92 020 1.35% 0.93 6.38% 3.59% 0.93 6.28%
St.dev. 1.77 0.10 1.78% 0.17 2.94% 5.20% 0.18 2.92%

Russell 2000 Value Mean 6.19 0.38 2.70% 095 6.32% 1.61% 0.95 6.28%
Median 6.11 0.37 2.13% 094 5.92% 1.46% 0.94 5.93%
St.dev. 1.13 0.14 1.87% 0.16 2.50% 3.68% 0.16 2.49%

Russell 2000 Growth Mean 1.16 0.11 1.19% 0.96 9.38% 5.49% 0.96 9.10%
Median 1.12 0.10 0.87% 0.97 889% 5.01% 0.97 8.69%
St.dev. 0.22 0.05 1.27% 0.17 4.79% 6.92% 0.17 4.73%

Table 6.7: Parameter estimates for the model in Section 6.4.2

The table summarizes the estimation results for the model in Section 6.4.2. The model is estimated by
means of maximum likelihood for 1,273 managers over the period 1992.1 to 2006.12 for all nine investment
styles. Fund managers are included when at least three years of return data is available to estimate the
models. The first two columns provides the estimates of the structural model, v and A4. Columns three to
five provide the implied estimates for the coefficients of a performance regression, «, 3, and o.. The last
three columns report the results of standard performance regressions (Appendix 6.A). In all cases, I report
the cross-sectional mean, median, and standard deviation (St.dev.) of the estimates. The parameters are
expressed in annual terms.
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Figure 6.6: Fund size and the coefficient of relative risk aversion (RRA(ar))

The figure displays the coefficient of relative risk aversion (blue dashed-dotted line) on the vertical axis as
a function of the fund’s relative size on the horizontal axis for the model in Section 6.7. The coefficient of
relative risk aversion is decomposed into three components, see Equation (6.28): (i) o1 (green solid line), (ii)
o920 (ar)ar/o(ar) (red dotted line), and (iii) —o”(ar)ar /o (ar) (brown dashed line).
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g1 = 400, apg = 1

01 =375, 00 =5

g1 = 425, 09 = .

oo RRA 2P x4 po(ap) RRA B x4 po(ag) RRA 2B x4

-1 050 100% 155% 10% 2.57  111% 33% 10% 3.63  92% 23%
0 0.96 100% 78% 20% 1.27  121% 63% 20% 1.66 83% 52%
0.5 1.19 100% 62% 30% 1.10  123% 68% 30% 1.16  78% 66%
1.5 1.64 100% 44% 40% 1.14  121% 64% 40% 1.15  79% 64%
2.5 210 100%  34% 50% 1.22  120% 60% 50% 1.22  80% 60%
5 3.25  100% 22% 60% 1.31  119% 56% 60% 1.31 81% 56%
10  5.54 100% 13% 70% 1.41  117%  52% 70% 1.41  83% 52%
20 10.13 100% ™% 80% 1.54 116% 47% 80% 1.54  84% 47%
30 14.72 100% 5% 90% 1.74  114%  42% 90% 1.74 8% 42%

Table 6.8: Fund status, risk aversion, and risk-taking
The first four columns display the optimal initial allocation to the benchmark portfolio (z?) and the active
portfolio (z4) as well as the Arrow-Pratt measure of relative risk aversion for different values of o5. The
next four columns display the optimal initial strategies and coefficient of relative risk aversion for different
initial values of assets under management, ag, expressed in terms of percentile rank (gg(ag)) if o1 = 3.75.
The last four columns provide the results for o1 = 4.25. I set = .0005, 02 = .5 and A4 = .15 for the results
in the last eight columns. The volatility of the active portfolio, 04 = 20%. The market parameters and the
parameters describing the asset distribution are calibrated on the basis of the S&P 500 so that Ag/op = 4.
The short rate is set to r = 5%.
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01 () )\A RRA 01 () )\A RRA

S&P 500 Mean 4.32 11.04 0.23 5.96 R. Mid-cap G. Mean 2.09 834 026 347
Median 4.09 0.77 0.11  3.17 Median 1.89 0.77 0.12 1.52

St.dev. 1.13 28.08 0.33 9.27 St.dev. 0.98 22.08 0.34 5.02

R. 1000 V. Mean 6.35 1144 0.21 5.66 R. 2000 Mean 3.61 9.63 0.37 6.04
Median 6.06 1.56 0.16 3.95 Median 2.88 0.99 0.17 2.28

St.dev. 1.38 28.12 0.24 7.04 St.dev. 2.16 23.79 0.49 8.69

R. 1000 G. Mean 2.18 9.23 0.22 4.67 R. 2000 V. Mean 6.15 7.52 0.26 4.81
Median 1.96 0.53 0.08 1.66 Median 5.81 1.00 0.15 2.48

St.dev. 1.66 25.11 0.36 8.83 St.dev. 1.29 21.78 0.28 5.68

R. Mid-cap Mean 529 815 0.30 5.01 R. 2000 G. Mean 1.54 10.60 0.43 5.49
Median 4.93 1.29 0.18 2.71 Median 1.14 0.99 0.16 1.49

St.dev. 1.79 2294 0.36 7.36 St.dev. 1.57 2213 0.58 8.21

R. Mid-cap V. Mean 7.51 6.09 0.28 5.06 Overall Mean 4.05 9.50 0.28 5.16
Median 7.03 1.49 0.21 4.37 Median 4.04 0.99 0.14 2.51

St.dev. 1.83 20.31 0.26 5.46 St.dev. 2.41 2457 0.38 7.69

Table 6.9: Parameter estimates for the status model in Section 6.7
The model is estimated for by means of maximum likelihood for 1,273 managers over the period 1992.1 to
2006.12 for all nine investment styles. I also report the results across all styles (“Overall”). Fund managers
are included when at least three years of return data is available to estimate the models. The first three
columns provides the estimates of the structural model, o1, 03, and A4. The last column reports the implied
coefficient of relative risk aversion. A4 is expressed in annual terms. In all cases, I report the cross-sectional
mean, median, and standard deviation (St.dev.) of the estimates. R. abbreviates Russell, V. Value, and G.

Growth.
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log(A\a) log(RRA)

Estimate T-statistic Estimate T-statistic
Log(TNA) -8.87%** -2.55 -9.99%** -2.93
Tenure 7.27%** 2.19 4.10% 1.26
Turnover 6.36%** 2.01 0.11% 0.04
Log(Expenses) 5.04% 1.16 -9.07%** -2.13
Stock holdings -6.37%** -2.17 -6.47%** -2.24
Loads -3.41% -1.00 1.17% 0.35
12B-1 fees 0.04% 0.01 4.38% 1.07
Log(Family TNA) 0.10% 0.03 3.30% 1.00
Fund age 3.53% 1.10 2.48% 0.79
R-squared 13.0% 6.6%

Table 6.10: Heterogeneity in risk aversion and ability
The table displays results of multiple cross-sectional regressions of managerial ability and risk aversion on
observable manager and fund characteristics. The characteristics include the fund’s total net assets, the
manger’s tenure, turnover, expenses, the investment in common and preferred stocks, loads, 12B-1 fees,
the family’s total net assets, and the fund’s age. The cross-sectional regressions include style dummies.

The standard errors used to compute t-statistics are robust to heteroscedasticity.

significance at the 5% level.

**x

indicates statistical
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Relative-return Preferences for Performance regressions

preferences assets under management
Investment style 10% 5% 10% 5% 10% 5%
S&P 500 T7.1%  68.6% 36.0% 29.8% 20.9% 14.0%
Russell 1000 Value 91.3% 86.6% 43.6% 37.6% 21.5% 12.8%
Russell 1000 Growth 61.7% 53.2% 33.3% 28.4% 17.7% 10.6%
Russell Mid-cap 82.5% 72.2% 34.1% 25.4% 7.9% 4.8%
Russell Mid-cap Value 90.2%  89.0% 35.4% 26.8% 9.8% 4.9%
Russell Mid-cap Growth 58.1% 47.1% 40.7% 29.1% 18.0% 8.7%
Russell 2000 68.2% 52.7% 36.4% 26.4% 10.0% 3.6%
Russell 2000 Value 90.0%  85.0% 31.3% 25.0% 18.8% 15.0%
Russell 2000 Growth 38.7% 31.6% 45.8% 37.4% 16.1% 12.9%
Overall 71.2%  62.9% 37.9% 30.2% 16.6% 10.3%

Table 6.11: Testing competing models

The table displays the results testing competing models to describe fund returns. The models under the
null are: (i) relative-return preferences (Section 6.4.1), (ii) preferences for assets under management (Sec-
tion 6.4.2), and (iii) reduced-form performance regressions (Appendix 6.A). The alternative is the status
model (Section 6.7). For the models that are nested, I use the likelihood-ratio test. To compare non-nested
models, T use the test developed in Vuong (1989), see Appendix 6.F. T test the models at the manager level
and report the average number of rejections at either the 5% or 10% significance level. As such, a model is
rejected if the average number of rejections exceeds 5% or 10%.

Fraction significant at the 5% level

Investment style Performance regression Status model
S&P 500 5.4% 7.4%
Russell 1000 Value 4.7% 6.7%
Russell 1000 Growth 6.4% 6.4%
Russell Mid-cap 6.3% 15.9%
Russell Mid-cap Value 2.4% 12.2%
Russell Mid-cap Growth 5.8% 19.2%
Russell 2000 23.6% 21.8%
Russell 2000 Value 2.5% 11.3%
Russell 2000 Growth 27.1% 21.3%

Table 6.12: Testing for the fraction of skilled managers

The table reports the fraction of managers that significantly recuperates their fees and expenses at the 5%
level. T use either performance regressions or the status model to estimate the fund’s alpha. I subsequently
test whether the alpha, after fees and expenses, reliably exceeds zero. For the status model, the standard
errors are computed using the delta method. The main text provides further details.
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Figure 6.7: Cross-sectional stability of ability and risk aversion

The top panel compares the estimates for the coefficient of relative risk aversion across styles for managers
who simultaneously manage funds in different styles. The bottom panel displays the same results for man-
agerial ability. The red line corresponds to the 45-degree line along which the estimates ideally line up. The
sample contains 105 managers that are active in multiple styles and that have at least three years of data.
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Figure 6.8: Performance persistence

The figure provides the results of a performance persistence test. I use either performance regressions (red
bars) or the status model (blue bars) to sort funds into quartiles based on a three-year selection period. I
then form equally-weighted portfolios of funds in a particular quartile and compute the portfolio return and
the corresponding (equally-weighted) benchmark return. I hold the portfolios for one year. This leads to
return series over the full sample period, which T use to compute the (annualized) information ratio (left
panel). The information ratio is computed as the intercept of a performance regression, divided by the
standard deviation of the residual. To annualize the information ratio, it is multiplied by the square root
of twelve. As an alternative, I include the momentum factor to correct for the returns on passive strategies
(right panel).
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Figure 6.9: Delegated investment management

The top panels display the optimal allocation to the style benchmark (left) and actively-managed mutual
funds (right) for an investor in the large/value style. The optimal allocations are determined for three
investors and indicated on the vertical axes, the coefficient of relative risk aversion is displayed on the
horizontal axis. The green dashed lines in corresponds to the strategy that accounts for heterogeneity using
the status model. This case is first-best. The blue solid lines represent the optimal strategy if the investor
ignores heterogeneity and uses the average parameter values. The red dotted line corresponds to an investor
that (inefficient) performance regressions to account for heterogeneity. The bottom panels compute the
loss in certainty-equivalent wealth for both sub-optimal strategies. The solid blue lines corresponds to the
investor that ignores heterogeneity, the red dotted line to an investor that uses performance regressions. The
bottom left panel corresponds to the large/value investment style; the bottom right panel to small/growth.
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