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ABSTRACT

The relationship between conditional volatility and expected stock market returns, the so-called risk-
return trade-off, has been studied at high- and low-frequency. We propose an asset pricing model with
generalized disappointment aversion preferences and short- and long-run volatility risks that captures
several stylized facts associated with the risk-return trade-off at short and long horizons. Writing the
model in Bonomo et al. (2011) at the daily frequency, we aim at reproducing the moments of the
variance premium and realized volatility, the long-run predictability of cumulative returns by the past
cumulative variance, the short-run predictability of returns by the variance premium, as well as the
daily autocorrelation patterns at many lags of the VIX and of the variance premium, and the daily cross-
correlations of these two measures with leads and lags of daily returns. By keeping the same calibration
as in this previous paper, we ensure that the model is capturing the first and second moments of the
equity premium and the risk-free rate, and the predictability of returns by the dividend yield. Overall
adding generalized disappointment aversion to the Kreps—-Porteus specification improves the fit for both
the short-run and the long-run risk-return trade-offs.
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1. Introduction

To study the relationship between conditional volatility and
expected stock market returns researchers have mainly run
linear regressions. The outcome after more than two decades of
empirical studies is rather disappointing. Some find a positive re-
lation, others a negative one. In many studies, there is no significant
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trade-off.! Several recent contributions have revived the de-
bate. Bandi and Perron (2008) find that the dependence is statis-
tically mild at short horizons, which explains the contradicting
results in the literature, but increases with the horizon and is
strong in the long run (between 6 and 10 years). A recent trend
in the literature has also put forward the variance risk premium
(VRP) as a strong predictor of stock returns in the short run (see
in particular Bollerslev et al., 2009). Bollerslev et al. (2006) study
the relationship between volatility and past and future returns
in high-frequency equity market data. They find an asymmetric
pattern in the cross-correlations between absolute high-frequency
returns and current and past high-frequency returns. Correla-
tions between absolute returns and past returns are significantly

Tha survey about measuring and modeling variation in the risk-return trade-
off, Lettau and Ludvigson (2010) attribute in large part the disagreement in the
empirical literature on this relation to the limited amount of information generally
used to model the conditional mean and conditional volatility of excess stock
market returns. Rossi and Timmermann (2010) argue that there is no theoretical
reason for assuming a linear relationship between the expected returns and the
conditional volatility. They found support for nonlinear patterns in the risk-return
trade-off.



