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		Abstract

		This paper analyzes optimal portfolio choice and consumption with stochastic volatility in incomplete markets.  Using the Duffie-Epstein (1992) formulation of recursive utility in continuous time, it shows that the optimal portfolio demand for stocks under stochastic volatility varies strongly with the investor's coefficient of relative risk aversion, but only slightly with her elasticity of intertemporal substitution; by contrast, optimal consumption relative to wealth depends on both preference parameters.  This paper also shows that stochastic variation in volatility produces an optimal intertemporal hedging demand for stocks which is negative when changes in volatility are instantaneously negatively correlated with excess stock returns and investors have coefficients of relative risk aversion larger than one.  The absolute size of this demand increases with the size of this correlation, and also with the persistence of shocks to volatility.  An application to the US stock market shows that empirically this correlation is negative and large, which implies a negative hedging demand for stocks.  This application also shows that only low frequency shocks to volatility exhibit enough persistence to generate sizable hedging demands by long-term, risk averse investors.  A comparative statics exercise shows that the size of hedging demands is considerably more sensitive to changes in persistence than to changes in correlation. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
	

	
    

    
	

	
	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	






	
		Suggested Citation:
		Suggested Citation
	

	
		
			Chacko,  George and Viceira,  Luis M., Dynamic Consumption and Portfolio Choice with Stochastic Volatility in  Incomplete Markets (October 1999). NBER Working Paper No. w7377,  Available at SSRN: https://ssrn.com/abstract=194609
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						George Chacko (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				Santa Clara University - Finance Department  ( email )

			

			
			
				
				
				
					Santa Clara, CA  95053
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Luis M. Viceira

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				Harvard Business School - Finance Unit  ( email )

			

			
			
				
				
				
					Boston, MA  02163
United States
617-495-6331 (Phone)
617-496-6592 (Fax)

				

				
			

			
				
				
					HOME PAGE: http://www.people.hbs.edu/lviceira
				

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
					
				
					
					
					
				
			

			
				National Bureau of Economic Research (NBER) 

			

			
			
				
				
				
					1050 Massachusetts Avenue
Cambridge, MA  02138
United States

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [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

				      100

			

		
		
		
			Abstract Views

			    9,762

		

		
		 
		
			Rank

			  372,676

		

		
	


	

	
		
			
				       49 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    NBER Working Paper Series

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                NBER Working Paper Series

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

                                
                                    
                                        FOLLOWERS

                                           12,243

                                    

                                    
                                        PAPERS

                                           32,681

                                    

                                

                                
                            

                        

                    

                
	
                    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

                                           32,411

                                    

                                

                                
                            

                        

                    

                


        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        Investing for the Long Run When Returns are Predictable

                        
                            By
                                
                                
                                    
                                    Nicholas Barberis
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Consumption and Portfolio Decisions When Expected Returns are Time Varying

                        
                            By
                                
                                
                                    
                                    John Y. Campbell
                                     and 
                                
                                    
                                    Luis M. Viceira
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        On the Predictability of Stock Returns: An Asset-Allocation Perspective

                        
                            By
                                
                                
                                    
                                    Shmuel Kandel (deceased)
                                     and 
                                
                                    
                                    Robert F. Stambaugh
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            Who Should Buy Long-Term Bonds?

                            
                                By
                                    
                                    
                                        
                                        John Y. Campbell
                                         and 
                                    
                                        
                                        Luis M. Viceira
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Who Should Buy Long-Term Bonds?

                            
                                By
                                    
                                    
                                        
                                        John Y. Campbell
                                         and 
                                    
                                        
                                        Luis M. Viceira
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            A Multivariate Model of Strategic Asset Allocation

                            
                                By
                                    
                                    
                                        
                                        John Y. Campbell, 
                                        
                                    
                                        
                                        Yeung Lewis Chan, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            A Multivariate Model of Strategic Asset Allocation

                            
                                By
                                    
                                    
                                        
                                        John Y. Campbell, 
                                        
                                    
                                        
                                        Yeung Lewis Chan, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Dynamic Consumption and Portfolio Choice with Stochastic Volatility in Incomplete Markets

                            
                                By
                                    
                                    
                                        
                                        George Chacko
                                         and 
                                    
                                        
                                        Luis M. Viceira
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Variable Selection for Portfolio Choice

                            
                                By
                                    
                                    
                                        
                                        Yacine Ait-sahalia
                                         and 
                                    
                                        
                                        Michael W. Brandt
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Variable Selection for Portfolio Choice

                            
                                By
                                    
                                    
                                        
                                        Yacine Ait-sahalia
                                         and 
                                    
                                        
                                        Michael W. Brandt
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					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-l200 in   0.093 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	

