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Surplus Consumption Ratio Risk Premium and Economic Fluctuation:

A Continuous - time General Equilibrium Model Based on External Habit Consumption

CHEN Rong'" BAI Lin* ZHENG Zhen—long”

(‘a. School of Economics; b. School of Management Xiamen University Xiamen 361005 Fujian)

Abstract: When the surplus consumption ratio is taken as the state variable measuring investors’ tolerance of risk

the traditional consumption—based asset pricing model can be extended to a general equilibrium model with macro variables

in continuous time. Under the assumption of decrease law in marginal consumption precautionary savings render household

consumption more sensitive to shocks when the state is poor leading to countercyclical consumption fluctuations lower risk

tolerance and higher risk premiums. The results show that the model can not only describe the non-linear relationships be—

tween consumption fluctuation precautionary savings risk premium and state variable but also better match the changes

over time of both asset price variables and macroeconomic variables following the negative shock of the state variable. These

asset price variables and macroeconomic variables include risk premium risk—free interest rate Sharpe ratio investment

and economic output.

Keywords: surplus consumption ratio risk premium economic fluctuation machine learning
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