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1. Relative Price Premium of 0.88% per month
• Firms with high (low) relative prices earn 1.14% (0.26%) per month
• Large and significant alphas

2. High price dispersion → bad state of world (high marginal utility)
• Increases in price dispersion carry a negative market price of risk

Empirical Findings

1. Rationalize via a consumption-based asset-pricing model
• Shocks to the size and composition of the consumption basket
• Shocks to composition of consumption drive relative price changes
 These shocks carry a negative market price of risk

2. High relative price goods more exposed to composition shocks 
if baskets are substitutes (empirically verified)

3. → High relative price goods command a risk premium. 

Theoretical Model and Intuition

1. Are relative prices informative about cross-section of asset prices? 
2. Are changes in price dispersion good or bad for investors? 

Research Question

Data and Portfolio Formation
• Relative Prices (RP)

 Inflation rate of subcomponent k  
minus the headline inflation rate

 t: month, τ = 3, Jan 2000-Dec 2022

• Portfolio formation on RP
 BLS ~ CRSP via SIC codes

• Stocks with high RP earn higher 
returns than stocks with low RP

Portfolio Characteristics
• No typical characteristic sorted 

portfolio aligns with RP premium
 Price rigidity, size, value…

• Unrelated to inflation spread of
 Boons et al. (2020)
 Fang et al. (2022)

Motivation

• Headline inflation vs
Cross-sectional dispersion of CPI      
subcomponents 
 E.g. food, housing, medical care…
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Market Prices of risk (GMM)
𝐸𝐸 1 − 𝑏𝑏𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑅𝑅𝑀𝑀𝑡𝑡 − 𝑏𝑏Δ𝑀𝑀𝑅𝑅Δ 𝑅𝑅𝑃𝑃𝑡𝑡 𝑅𝑅𝑖𝑖,𝑡𝑡𝑒𝑒 = 0

• High excess mkt returns (good times)
• High price dispersion (bad times)

Paper

<Simple Two-good Output>

Consumption-based Model
1. Rep. investor’s CRRA utility over 

aggregate consumption 𝐶𝐶𝑡𝑡
• Economy w/ two goods 𝐶𝐶1,𝑡𝑡,𝐶𝐶2,𝑡𝑡
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 𝜂𝜂: elasticity of substitution
 α: distribution parameter

• Geometric Brownian motion for 𝐶𝐶𝑡𝑡
𝑑𝑑𝐶𝐶𝑡𝑡
𝐶𝐶𝑡𝑡

= μ𝐶𝐶𝑑𝑑𝑡𝑡 + σ𝐶𝐶𝑑𝑑𝑊𝑊𝑡𝑡
𝐶𝐶

 𝑑𝑑𝑊𝑊𝑡𝑡
𝐶𝐶 shock to the level of consumption 

• Consumption share 𝑠𝑠𝑡𝑡 follows
 𝑑𝑑𝑠𝑠𝑡𝑡 = κ 𝑠𝑠 − 𝑠𝑠𝑡𝑡 𝑑𝑑𝑑𝑑 + 𝑠𝑠𝑡𝑡 1 − 𝑠𝑠𝑡𝑡 σ𝑠𝑠𝑑𝑑𝑊𝑊𝑡𝑡

𝑠𝑠

 𝑑𝑑𝑊𝑊𝑡𝑡
𝑠𝑠: shock to the composition of 

consumption

2. SDF and Prices of Risk
𝑀𝑀𝑡𝑡 = �̂�𝐶𝑡𝑡

−ϒ= 𝐶𝐶𝑡𝑡𝑋𝑋𝑡𝑡 −ϒ,𝑤𝑤𝑤𝑒𝑒𝑤𝑤𝑒𝑒 𝑋𝑋𝑡𝑡 = 𝑓𝑓(𝑠𝑠𝑡𝑡)
• Marginal utility depends on:
① How much we consume?
② What types of good/services?
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