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Dissertation Abstract  
 

               Essay 1: “Asset Pricing with Heterogeneous Risk Aversion and Portfolio Constraints’’  
                               (Job Market Paper) 
                

The Federal Reserve Board uses margin requirement rules to control the stock market volatility 
and stabilize the economy. However, there is a lack of common consensus among economists 
whether the margin constraints are effective in reducing the stock market volatility. In this paper, 
I consider a continuous-time general equilibrium asset-pricing model with investors who differ in 
their risk aversion. Investors who are more risk-tolerant tend to be more aggressive in their 
investment and hence are subject to margin requirement rules. In this framework, I analyze how 
heterogeneity in preferences affects the equilibrium stock price, stock returns volatility, market 
price of risk and the risk-free interest rate in the presence of portfolio constraints. I show that 
margin constraints are indeed effective in reducing the stock market volatility. The reduction in 
the volatility increases with the tightness of the constraint. The effect of the constraint in 
decreasing the stock returns volatility is more pronounced when the constraint binds in the bad 
state of the economy. Given the empirical evidence in support of the stylized fact that stock 
returns volatility is counter-cyclical, my findings therefore suggest that margin requirements are 
indeed effective in mitigating the wild fluctuations in the stock market when prices go low. 
These conclusions are in contrast to those obtained in the previous literature where it has been 
shown that margin constraints increase stock price volatility. However, those results were 
obtained in a partial equilibrium framework where the risk-free interest rate was assumed 
constant. Moreover, in my model, when the constraint binds, stock and bond markets have to 
clear in equilibrium; this result in a higher market price of risk (Sharpe ratio) and lower risk-free 
interest rates in equilibrium compared to the unconstrained economy. I also show that, when the 
constraint binds, the unconstrained investor is better off while the constrained investor is worse 
off. 
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