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		Abstract

		We present a production economy with nominal price rigidities that explains several asset pricing facts, including a downward-sloping term structure of the equity premium, upward sloping term structures of nominal and real interest rates, and the cyclical variation of the term structures. In the model, after a productivity shock a countercyclical labor share exacerbates the procyclicality of dividends, and hence their riskiness, and generates countercyclical inflation. The dividend share gradually increases after a negative productivity shock as the price level increases sluggishly, so the payoffs of short-duration dividend claims (bonds) are more (less) procyclical than the payoffs of long-duration claims (bonds). A slow-moving external habit then produces large and countercyclical prices for these risks as well as high risk premia at very long horizons. In bad times, the slope of equity (bond) yields for the observable maturities becomes more negative (more positive), but risk premia also increase at longer horizons, and market equity premia end up increasing by more than short-run equity premia. The simultaneous presence of market and home consumption habits allows for uniting habits and a production economy without compromising the modelâ€™s ability to fit macroeconomic variables. The central bankâ€™s anti-inflationary stance plays a key role in shaping equity and bond prices. 
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