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		Abstract

		This article analyzes the implications of money illusion for investor behavior and asset prices in a securities market economy with inflationary fluctuations. Money illusion is modeled as an investor's partial overlooking the impact of inflation on the purchasing power of currency in his intertemporal decision making. The impact of money illusion on security prices and their dynamics is demonstrated to be considerable even though its utility cost on investors is small in typical environments. A money-illusioned investor's real consumption is shown to generally depend on the price level, and specifically to decrease in the price level for relative risk aversion higher than unity. A general-equilibrium analysis in the presence of money illusion generates implications that are consistent with several empirical regularities. In particular, the real bond yields and dividend price ratios are positively related to expected inflation, the real short rate is negatively correlated with realized inflation, and money illusion may induce predictability and excess volatility in stock returns. The basic analysis is generalized to incorporate heterogeneous investors with differing degrees of illusion and to a monetary economy with endogenous inflation. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
		
		
			
				
			
		
		Keywords: Money Illusion, Asset Pricing, New Keynesian, Bounded Rationality, Equilibrium, Expected Inflation

	
	

	
    

    
	

	
	
		JEL Classification: C60, D50, D90, G12

	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	



    




	
		Suggested Citation:
		Suggested Citation
	

	
		
			Basak,  Suleyman and Yan,  Hongjun, Equilibrium Asset Prices and Investor Behavior in the Presence of Money Illusion: A Preference-Based Formulation (October 2007). EFA Meetings, WFA Meetings,  Available at SSRN: https://ssrn.com/abstract=623561 or http://dx.doi.org/10.2139/ssrn.623561 
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Suleyman Basak (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
					
					
					
					
					
					
					
					
					
						
					
					[image: London Business School]
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				London Business School  ( email )

			

			
			
				
				
				
					Sussex Place
Regent's Park
London, London NW1 4SA
United Kingdom
44 (0)20 7000 8256 (Phone)
44 (0)20 7000 8201 (Fax)

				

				
			

			
				
				
					HOME PAGE: http://www.suleymanbasak.com
				

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
					
				
					
					
					
				
			

			
				Centre for Economic Policy Research (CEPR) 

			

			
			
				
				
				
					London
United Kingdom

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Hongjun Yan

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				DePaul University  ( email )

			

			
			
				
				
				
					1 East Jackson Blvd.
Chicago, IL  60604
United States

				

				
			

			
				
				
					HOME PAGE: http://sites.google.com/site/hongjunyanhomepage/
				

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				    1,384

			

		
		
		
			Abstract Views

			    6,511

		

		
		 
		
			Rank

			   10,876

		

		
	


	
		
            
            	       14 Citations
		

	

	
		
			
				       44 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    Behavioral & Experimental Finance eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Behavioral & Experimental Finance eJournal

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            3,707

                                    

                                    
                                        PAPERS

                                           16,904

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Victor Ricciardi at Ursinus College

                                    

                                
                            

                        

                    

                
	
                    Capital Markets: Asset Pricing & Valuation eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Capital Markets: Asset Pricing & Valuation eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            3,023

                                    

                                    
                                        PAPERS

                                           32,409

                                    

                                

                                
                            

                        

                    

                


        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        Inflation Illusion, Credit, and Asset Pricing

                        
                            By
                                
                                
                                    
                                    Monika Piazzesi
                                     and 
                                
                                    
                                    Martin Schneider
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Equilibrium Asset Prices and Investor Behavior in the Presence of Money Illusion

                        
                            By
                                
                                
                                    
                                    Suleyman Basak
                                     and 
                                
                                    
                                    Hongjun Yan
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Equilibrium Asset Prices and Investor Behavior in the Presence of Money Illusion

                        
                            By
                                
                                
                                    
                                    Suleyman Basak
                                     and 
                                
                                    
                                    Hongjun Yan
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            Monetary Policy and Economic Growth Under Money Illusion

                            
                                By
                                    
                                    
                                        
                                        Danyang Xie
                                         and 
                                    
                                        
                                        Jianjun Miao
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            A Dynamic Model of Active Portfolio Management and Mutual Fund Performance Evaluation

                            
                                By
                                    
                                    
                                        
                                        Yonggan Zhao
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            In Search of Money Illusion in CEE Stock Markets: The CAPM Approach

                            
                                By
                                    
                                    
                                        
                                        Ernesta OrlovaitÄ—
                                         and 
                                    
                                        
                                        Aurimas Racas
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Are Real Estate Investment Trusts (REITs) an Inflation Hedge?

                            
                                By
                                    
                                    
                                        
                                        Bong-soo Lee
                                         and 
                                    
                                        
                                        Gwangheon Hong
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
	
		
	
		
	
		
	
		
	
		
			
				
			
			
		
	
		
	
		
	
		
	
		
	
		
	
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l100 in   0.079 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	
