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RESEARCH IN PROGRESS:

Risk and Return Reaction of the Stock Market to Public Announcements about Fundamentals:
Theory and Evidence (Job Market Paper)

The paper analyzes how the stock market reacts to public macroeconomic announcements that
reveal information about the state of the economy. | develop a dynamic general equilibrium asset
pricing model where investors learn about the unobserved state of the economy through dividend
realizations and public announcements. In this framework, | find that positive unanticipated news
about the state of the economy decreases the mean stock market return if investors are more risk
averse than log utility. 1 also provide theoretical explanations to recent empirical findings about
the effect of news on the stock market. Using real-time data, |1 develop model-based and survey-
based measures of unanticipated news and uncertainty to test the implications of our model. | find
supporting evidence for our theoretical model in the aggregate stock market data.

Aggregation Issues in Forecasting Aggregate Demand: An Application to U.S. Commercial Air
Travel (with Richard T. Carson and Roger A. Parker)

The forecasting literature is surprisingly silent on whether it is better to estimate a model using
aggregate data at (say) a national level, and then disaggregate that forecast to individual markets in
some fashion; or whether one should derive forecasts for individual markets and then aggregate
them upward. The focus of this paper is to explore the latter case using air travel demand as an
example. This paper considers the case of U.S. commercial air travel with the objective of
predicting the total number of commercial passengers in a particular period. We initially consider
two extreme approaches, FAA’s aggregate forecast approach and a second approach we term AlIM
(aggregating individual markets) forecast. We find that the AIM approach outperforms the
aggregate forecasting approach.

A Rational Model of Under-reaction: The Effect of Macroeconomic News (C. Phil. Paper)

| analyze long-term effects of macroeconomic news on return dynamics. | develop a dynamic
general equilibrium asset pricing model where macroeconomic news is an additional state
variable. The dividends grow according to a two state exponential random walk where the state
variable follows a Markov chain with time varying transition probability matrix that depends on
the observed news variable. In this framework, | show that the under-reaction of stock prices to
news is consistent with a rational expectations model rather than a behavioral specification as
suggested by recent literature. In other words, | find that under certain parameter restrictions,
my model can account for under-reaction of stock prices. Furthermore, | show that the reaction
of the stock market to news depends on the state of the economy. My empirical results suggest
that the stock market under-reacts to nominal GDP news.
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OTHER WORK:

Understanding Momentum: An Equilibrium Asset Pricing Model

I analyze long-term effects of relative past performance of returns on future return dynamics. |
develop an asset pricing model with multiple securities whose dividends are functions of a
common state variable. In this framework, | first show that it is possible to have a stationary
limiting distribution for an individual asset’s share-in-consumption process in contrast to the
existing literature. | analyze whether the momentum evidence observed in cross-section of
returns is consistent with this model. My results suggest that my model can generate
momentum in stock returns.
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