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Abstract

The relationship between various macroeconomiabées and stock returns has been documented 986éeirl
developing African countries. However, with the remesed phenomenon of international financial irst&gn,
the subject matter of compensation of internatiomatstors in developing countries; as capturedhieyequity
risk premium has come to light. This literatureiesy aims to review research studies that have tigatsd the
relationship between inflation volatility and equitisk premium. Literature revealed that, whilerthés no
general consensus on the direction or magnitudbeofelationship between inflation volatility anquity risk
premium, it still remains an important subject rathat should be studied further..
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1. INTRODUCTION

Background of the Sudy

Financial economists are primarily interested idenstanding the risk and return relationship ottssand the
underpinning economic sources of movements in gegEs. Macro-economic volatility is an importaaiurce
of risk whose influence on asset returns has attahe attention of researchers in finance and@awoécs (Chen
N., 1991).

Risk-return models in finance share two main comwiews about risk. First, they define risk as tlagiance of
actual returns from expected returns. This meaatsah asset can only be deemed as risk free wieeactial
returns are equal to the expected returns. Secotm@yrisk return models break the risk of any steeent into
two components, these are; firm specific risk; dtsow unsystematic risk and market risk also knaagn
systematic risk. Bailey, R. E (2005) states thatfthm specific risk is often assumed to be mitighas investors
are assumed to hold well-diversified portfoliosaskets. Market risk on the other hand stems framrtacro-
economic environment and affects all investments Usually not diversifiable and hence is theyaidk that
investors should be rewarded from their investment.

Since investors face risk in their investment deaoss, the intuitive investment premise is that nisétters, and
that riskier investments should have a higher egueceturn than safer investments, in order fomthe be
considered good investments. Cochrane (2000) sth&tsfor investors in the equity market this preenof
excess returns is formally captured in the conoéfite Equity Risk Premiumn

While various papers have studied the macroecontaoiors influencing the stock market returns imedeping
countries over the last ten years, majority of theswe only focused their analysis on stock retwnd not
considered the equity risk premium in developingriddes. There is therefore, scarce evidence omahere of
interaction between macroeconomic fundamentals;ifipaly inflation and the equity risk premium stock
markets.

This paper shall on reviewing literature particlyldocused on inflation volatility as a macro-ecamio variable
and its impact on the equity risk premium. The aesle’'s main proposition is that inflation volatflihas a direct
impact on the equity risk premium as well as inclinenpact through other macro-economic variableshsas
nominal interest rates and real growth rates. Migj@f previous studies in equity risk premium hguémarily
focused on the estimation of the equity risk premitself; popularly known as the Equity Premium Haz
studies. There are however majorly two academicealppy estimation methods that have been popular in
literature.

The first and standard approach is the use ofriisiodata to estimate the equity risk premium asppsed by
Ibbotson and Sinquefield (1976) and Dimson, Maesig Staunton (2002). However Annin and Falaschetti
(1998) and Damodaran (2012) hold that historicg gremium has limitations in terms of selectiorthaf time
period under consideration and choice of risk Beeurity. The authors therefore propose the usenplied
premium which is forward looking and utilizes exfgetcash flows from stock returns and risk freaisées to
calculate the premium.

1 The Equity risk premium (ERP) is generally defiredthe excess return on shares provided abovéreislassets
(Damodaran, 2012). This can also be explainedeaadditional return that investors in equity demaochpared to investing
in a risk free asset, such as a Treasury bondeastry bill.
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Problem Statement

Since the early 1990s, developing countries hawkdminflux of foreign capital. These countries éiawade
concerted efforts to attract foreign investors byedjulating their financial markets and removing tistrictions
on cross-border capital flows. Many financial eamigis find that the degree of international finahci
integration has increased over the last two decades

Extensive research has been carried out in studiyiageffect of capital market liberalization on Bomic
growth (Kose et al., 2008; Misati and Nyamongo, 20¢ithessonti and Tongurai, 2012). Another straufid
research examines the effect of market integratiorthe cost of capital (Tandon, 1997; Smith anda®of,
1997; Miller, 1999; Errunza and Miller, 2000; Hen®p00; Bekaert and Harvey, 2000; Lins et al., 20@%vis,
2006).

However, these studies have not considered thengriof risk for foreign investors participating itne
phenomena that is international financial integratiEquity risk premium is a key input into estimgtthe cost
of capital. To model the cost of equity, researstvensider an additional risk related to emergimgd) @eveloping
economies (Godfrey and Espinosa, 1996; Erb etl8P6; Damodaran, 1998; Estrada, 2000; Apoteket.et a
2006). This paper shall dissect the additiondt ead seek to determine to what extent inflatiotatiity
contributes to it.

If the Capital Asset Pricing Model is applied toerging and developing economies, a country risktrbes
added. This country risk is associated with posbiss of funds invested in an emerging market.

1. LITERATURE REVIEW
Theoretical Literature Review
The generalized stochastic discount factor modaliges a general and adequate theoretical frameneeked
to capture the relationship between the equity pedmium and macroeconomic volatilities, which ud#s
inflation volatility. The basic theory behind asgeicing in finance is that the price of any asset;h equity, is
the expected discounted payoff of sequential futetarns. The expected future returns are discdubhtea
given factor which is dependent on market paramet@Ewoking the fundamental valuation relationship
finance, would lead to the implication of the esiste of a positive random variable which is reféie as the
stochastic discount factor (SDF); and can be uselistount future payoff of a given asset.
By specifying the nature of the discount factoe thsearcher is able to capture most asset pricotgls which
are by and larger variations of the SDF. Most @xisaisset pricing models such as CAPM of Sharpé4)jand
Lintner (1965), the Inter-temporal CAPM of MertalB{2), the Consumption CAPM of Lucas (1978) ancheve
the Black Scholes Model (BSM) can be shown to lezifip variations of the SDF model.
Cochrane (2000) brings to light two dissimilar solsoof thought relating to asset pricing; relatasset pricing
and absolute asset pricing, which can utilize tbé $/odel. Relative asset pricing, as the name sstggean
inert approach to asset pricing which prices aptasgh reference to the prices of other assetsdéfothat fall
under this category are CAPM which uses the beta mfrket portfolio to price an asset or the Bl&ckoles
Model, which uses statistical features of returrd amlatility of the underlying asset to price detive
instruments. The more academically appealing ambrdo asset pricing, in which the SDF Model fitstér is
the absolute asset pricing. Within this premisehessset is priced with reference to its exposurferidamental
sources of macroeconomic risk. This research psphall make use of the SDF model with observable
macroeconomic risk factor. The prime motivation uding this approach is that it shall allow for the
identification of the sources of macro-economik asd pave way for an assessment of their sigmifiea
At this juncture it shall be important to note tila¢ SDF model is not the only factor model avaddah asset
pricing. Another factor model that is popularly dse the Arbitrage Pricing Theory (APT) of Ross dngtas
(1976), which models the returns of an asset atimembination ok factors. However, the APT lacks a key
feature possessed by the SDF model, which is éakémtcapturing risk premiums. The factors in {BBF
model are linear functions &fconditional variance factors and the excess retoftise risky asset.
In light of the Efficient Market Hypothesis; whidtates that stock prices follow a random walk aredhence
unpredictable given the available information, éxéstence of a statistical relationship betweenroemnomic
volatilities and stock returns necessitated furthesearch into the predictive power of macro-ecanom
volatilities.
The existence of such a statistically detectabdeliptability of stock returns from macro-economi@nges can
then be extended the equity risk premium; excessme The equity risk premium is a formal embodiimef
investors’ perception of risk expectations in thguiies market. A high equity risk premium indicatthat
investors are optimistic about the returns from ierket, while the converse represents bearishcexiiens
about equity returns.
A linkage in the form of a statistical relationshiptween changes in the macro-economic environarehthe
equity risk premium would help inform how investqgrsrception of risk in the equity markets changesso
affected by changes in the economic environmertenCRoll and Ross (1986) found that since asse¢gr
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particularly equity prices are believed to respdadeconomic news, it follows that changes in thecnoa
economic variables systematically affects the stoekket returns and consequently excess markehgeetu
Empirical Literature Review

Share valuation models had always assumed thaspfalow a random walk model. This meant that lstoc
prices fully reflected all available informationdated to the conclusion that it was not theorelycpbssible to
predict their movements. However, Cox, Ingersotl &oss (1985) refuted this conclusion and came itip av
new proposition that economic agents optimize tipairtfolio allocation simultaneously with inter-tporal
consumption. This opened up a link between the aedl financial sector of the economy, since theesx
market returns depend on the covariance betweegimahmutility of consumption (real sector) and thsset
prices (financial sector).

The link between the real and financial sector rmakegpossible to use macroeconomic variables tdaaxp
variations in equity returns and even forecastetkeess returns; formally encompassed in the ER&fdrigoing
arguments point to the question as to whether racomomic volatilities should be priced.

Schmitz (1996) makes a strong argument by propdsiaggbecause stock prices are a claim on expdateck
dividends, discounted at an appropriate rate; whighinfluenced by changes in the macro-economic
environment, then there is a need to price suchtiibes. Additionally, since the equity risk pram is a
reflection of what investors’ perception regarditgk in a market/economy is, then this risk couéddorrelated
to macro-economic variations.

Consistent with the ability of investors to fullwdrsify, different asset pricing models, amongnththe Capital
Asset Pricing Model (Lintner, 1965), Arbitrage Pnig Model (Roll and Ross, 1980) and Inter-temp@apital
Asset Pricing Model (Merton, 1973), reside in theemise that investors are only compensated for
undiversifiable/systematic risk factors. Chen, Roitl Ross (1986) carried out an empirical studgystematic
risk factors, which they found to essentially stieom state macro-economic variables. These maavaarnic
variables that were indentified included the sprieativeen long term and short term interest ratgzected and
unexpected inflation, industrial production and #mread between high and low grade bonds. Thisrpape
concluded that increases in industrial productignificantly increased excess returns.

Fama (1991) noted that one of the most crucialsamdfaresearch not addressed then was the relafmensh
between external business conditions and expeetedhs. Taking these external business conditioaeuthe
umbrella of macro-economic uncertainty, it is agparthat they vary from the monetary policy stan€é¢he
Central Bank to external economic shocks such ssdden increase in oil prices, which influencessgtors’
expectations about future cash-flows. This changexpectations has a domino effect on stock prites, stock
returns and eventually risk premium. The identiima of the specific macro-economic variables tafiect
equity risk premium has been a muddle that varéupirical studies have tried make clearer.

Chen (1991) gives a solid underpinning for the roddtogy in this paper, since he examined the walatiips
between equity risk premiums, US output growth fivel macro-economic variables. The resulting relaghip
was that excess returns showed a negative coomledi economic growth, but a positive correlatiorfuture
economic growth. This study further showed thabiinfation variables that are used to determine éggestock
returns are related to US output growth in a way th consistent with inter-temporal asset pricimggels.
Glosten, Jagannathan and Runkle (1993) found keattjuity risk premium in the England was signiitba
affected by long term yield on bonds, comparedhortsterm interest rates. These findings were ingmarin
explaining the increase and subsequent decredbke equity risk premium in the stock markets, wvith view
that high levels of inflation were the underlyingvér. The conclusion of this paper is consisteiithvihe
argument of this study; that high levels of inftetitend to distort the workings of the price medsianto
allocate resources efficiently and the price of iiis the economy hence leading to changes in théyegsk
premium within an economy.

Giovanni & Philippe (1987) emphasized the role mkiest rates in the US stock markets. They folnad t
excess returns were negatively correlated to theimed interest rates. In the same study, they fdsod that
volatility of stock returns are positively correddtwith nominal interest rates. It is worthwhilentate that excess
market returns and stock returns could have differelationships with the same macroeconomic véiab
Since the primary motivation of changes in interas¢s is a shift in the monetary sector towardslibgium,
this study failed to conclude on how the equitk rigemium is affected by changes in equilibriumtie
monetary sector. Nonetheless, Fama (1981) usedymaemand theory (which encompasses equilibriuntnén t
monetary sector) and conjured the proxy hypoth&sidemonstrate that there is a strong negativeeladion
between expected inflation and real activity in #do®@nomy, which consequently leads to a negativeeledion
between stock returns and expected inflation. .

Darrat and Brocato, (1994) studied the relationdld@fween the US budget deficit and stock returmsfaand
that they are negatively correlated. This led ® ithplication that large interest rate spreadshen ghort term
significantly affect stock returns. Their resulisther showed that there is no direct causal mriahip between
inflation, industrial production economic growthdastock returns, which contradicts with the conidosof
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Chen (1991). The conclusion by Darrat and Brocaf94) cannot be supported by this study sinceckdd any
theoretical underpinning to warrant the relatiopshetween stock returns and budget deficit. Morgotre
empirical data used in this study was more sharnteriented; and since studies of budget defict®
theoretically based on fiscal policies which tendhtive a greater effect in the long term rathen tie short
term, the study should have used taken a moretemgorientation.
Comparative cross country empirical studies hase heen carried out by Bodrutha, Cho, and Sendi8&9)
who studied excess returns and macroeconomic htdatin 7 industrialized countries and confirntée results
of Chen, Roll and Ross (1986). The study emphasikedimportance domestic and international economic
variables in influencing excess returns in a couyntrence the study used the following macro-economi
indicators, inflation, money growth rates, reallexege rates, trade balances and oil prices.
However few studies have found that macro-econoraitables have no significant impact on stock megur
Fitzpatrick (1994) made such a conclusion usinggrassion analysis of selected macroeconomic \‘asiab
(growth rates of consumer prices, GNP, long terrarést rates and money supply) and the S&P 50@rGilrch
conclusions were made by Fung and Lie (1990) inwdaiand Leigh (1997) after studying the SingapdoelS
Exchange.
Nonetheless, such conclusions are by far inaccast@as proved by Fama (1995), who offered evidémae
the source of risk captured by most market baseasuores of risk such as beta, size and book to meakies
can be traced to economic fundamentals. Most ecapistudies that have tried to link macroecononaidables
to market premiums have had very little theoretfoaindation, despite the existence of several gsseing
models that link economic variables to market prans.

1.1.1  Macroeconomic Variables and Equity Risk Premium
In view of the variety economic variables identifi’'om the previous studies, we can use the claain of
Dropsy (1998) and categorize all the macro-econorai@ables that affect the equity risk premium itioee
groups. The first are policy variables that encosspehanges in the fiscal and monetary policy. Thasebe
captured by government spending/GDP ratio as aypfaxfiscal policy and the growth of money supdy
monetary policy. The second are performance vasalklhich include interest rate spreads, trade iancals,
inflation rates measured by Consumer Price Indi@ed foreign exchange depreciation and appreciation.
External variables are the third group of macroecain variables. This group captures variables tirat
essentially beyond the control of a domestic gowennt or central bank such as changes in oil priBefore
delving into the specific macro-economic variabfeirderest, the study will discuss the general tb&oal
relationship between the various groups of macuomemic variables and excess market return.
The first group of macro-economic variables todiseussed with respect to excess returns is ecanpaticy
variables. Fiscal policy, which is an economic ppNariable, as mentioned above can be proxiedjubia ratio
of government spending to GDP. Expansionary fipodity has the implication of creating demand fornestic
goods and services through increased governmentsmeand lowering of taxes. This implication leadsan
increase in the excess stock returns since domastipanies are able to increase their expectedfltast due
to increased demand, thus raising stock prices. ddewthis is only possible in the short run. Sunstej an
expansionary fiscal policy in the long run leadshigh interest rates which has the effect of redly@xcess
returns. Darrat and Brocato (1994) supported ¢lisclusion empirically in their study that analyzthe
relationship between the Federal budget deficitstadk returns.
On the other hand, an expansionary monetary pdalictates that a there is an increase in the groati of
money supply and a decline in short term interasts: Such economic conditions make it conduciviedase
investment output in the economy and often rednlisicreased profitability of firms, and thus highexcess
returns. The downside to such a policy stancecieased expectations of inflation, since therel &leatoo much
money chasing few goods and services, leading dyramic time-inconsistent monetary policy evaluatio
where the expansionary monetary policy is revelsedjing back the excess returns to equilibrium.
Considering the overall effect of policy variables excess returns, it worthwhile to mention thamnatary
policy tends to have a more significant impact owess stock returns in the short run. This is bseau
transmission of monetary policy from the real secfathe economy to the financial sector of therexoy tends
to be much faster and effective than fiscal polite to the responsiveness of the economy to ckangeterest
rates and money supply. Fiscal policy has moreifsignt long run effects on the excess stock refummmpared
to monetary policy, because the transmission mésimaf government spending and tax policy has irhpac
the long run.
Intermediate policy targets otherwise known asqrerince indicators affect excess returns since gy an
indication of economic imbalances, which are assallt of a change in policy variables. These indisawhich
mainly include spreads between long term and sigonh interest rates, economic growth and inflatiare
largely centered on expectations of economic agehtsconversely invest in the stock market.
An increase in spreads between short and long ietenest rates, mirrors expectations of future ecaic
growth thus resulting into higher excess returirs;esinvestors impose a higher risk premium onlsteturns.
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However as pointed out by Asness (2000), the oeialiip between interest rate spreads and excessgas
uncertain, since a high interest rate spread isee@flationary expectations in the economy whiety result
in contractionary fiscal policy and consequenthgduction in excess returns due to high interdssra

The analysis of inflation and its subsequent effest excess returns is somewhat ambiguous and yargel
dependent on the type of inflation. For instanost push inflation usually leads to a declininghia productive
output of an economy, and lowers excess returnslewdemand pull inflation, which largely affectseth
consumption side of the economy; is associated witreased economic output and as a result leabigker
excess returns. This relationship shall be delwtal further to determine the long run and short efects of
inflation on the equity risk premium, taking Kengs a case study.

Bekaert and Engstrom (2008) point out that econgreiformance variables have an individual effecstotk
returns or excess returns, but are the nonethielessrelated. The implication is that effect ofiation on excess
returns though direct is not exclusive. Changelniflation also have an impact on other performavesables
such industrial production and interest rate spsegich in turn have an effect on excess returherdfore the
impact of an economic variable (in this particudase, inflation) on the equity risk premium canpetstudied in
isolation. Other economic variables should be idetl in the empirical model since they have sigaific
explanatory power as established in literature.

The last group of macroeconomic variables idemtifie external economic variables or economic végmlof
external balances. These variables often informastors’ decision. Variables that fall under thitegary include
ratio of current account balance or capital acchatnces to GDP or exchange rate fluctuationsn#tralance,
or specifically a deterioration of a country’s teadalance, often represents disequilibrium in tbmebktic and
foreign demand of goods and services.

A paper by Shah (1999) gave empirical evidencedkegss returns should be positively related vhighttade or
current account of a country. This paper went twh&r show, that a protracted disequilibrium in theding
account has an impact of the country’s foreign exge, which in turn also affects excess returngeMtudies
have been carried out on the impact of volatiliiieshe foreign exchange market of a country areddkcess
returns of stock markets for instance by Gavin @%hd Oxelheim and Wihlborg (1987) and have hadenoo
less the same conclusion. These studies show ¢pagciation in the real currency of a country letmdsheaper
domestic assets which induce foreign investorsui@hmse more domestic stocks resulting into areas® in
stock prices. However, the role of bandwagon exiieet does not necessarily attract foreign diregestment
in the long run; with fears of a further deprecigtcurrency lowering expected stock returns.

Other variables that may comprise economic exteraghbles include external shocks such as chaimges
prices. Since is oil is a crucial input of prodoati a sudden price increase in oil prices tencetgatively impact
most firms and reduce expectation of cash-flowsetne leading to a reduction in stock prices. A gtadrried
out in Germany, Japan, Unites States and Unitegddm showed that for net oil importers, there iegative
correlation between oil prices and excess returhis would imply that for an oil exporter, increasa the oil
prices leads to an improvement in their trade lgamnwhich in turn translates into higher exceasnst

1.1.2 Inflation and Equity Risk Premium
Of particular interest of study is the relationstiptween is inflation volatility and excess marketurn.
Nonetheless, before delving into the relationshiwieen inflation and excess stock returns, thetioelship
between inflation and basic stock returns shafilseexamined.
The exploration of the relationship between inflatiand stock returns is not new to financial litere. The
original idea that relates asset returns, or a nahinterest rate to expected inflation was forsnathpture by
Irving Fisher. Fisher (1930) stated that the nomiage of return of an asset is comprised of a rat plus the
expected inflation rate, and hypothesized that tthe are independent. Subsequent financial liteeatuas
generalized the fisher hypothesis stating thattggidcks; which are claims against business gss#és the
best hedge against inflation. This would therefme=an that nominal stock prices and returns shoeldlie to
reflect expected inflation and the correlation lesw the stock returns and expected inflation shbelgositive
ex ante.
Empirical studies regarding the relationship betwéglation and stock market returns fall into twaajor
schools of thoughts; the first stating that thera ipositive relationship between the two variabled the other
stating that the two variables are negatively dateel.
Proponents of the positive relationship betweelatioh and stock market returns believe that stogtkets
offer a suitable hedge against inflation as anstment. Bodie (1976) states that since equity stoegresent a
claim on a business’s real assets, then the realgehin equity prices should be un-affected tonc&iirms are
able to predict their future earning and profit gias, it follows that the expected earnings shdalctor in
expected inflation. Since equity stocks are a clamfuture earning it theoretically proves thatcktanarket
should serve as a hedge against inflation at lieatite long run. In contrast, John Maynard Keyni324)
famously noted that “the long run is a misleadimidg to current affairs. In the long run we aredshd”; he
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however stated this in regard to the role of gowemnt intervention in controlling inflation.

Several empirical studies have shown support ferpibsitive relationship between inflation and stoeturns.
Firth (1979) concluded that there exists a positalationship between stock returns and inflatiorthie United
Kingdom; thereby finding consistency in the gerieaal fisher hypothesis. Boudhouch and Richars@®3}L
used data sets from both UK and USA between thesyH#220 to 1988 and established that over longzbos
there was indeed a positive relationship betweenimal stock returns and inflation. These findingsrevalso
echoed in Greece after loannidis and Lake (200#jechout a similar research using data betweernyéags
1985 to 2003.

The other school of thought regarding the relatiimsbetween inflation and stock returns is thatytlaee
negatively correlated. The negative correlatiotwben stock returns and inflation would therefargly that
stocks are an imperfect hedge to inflation. Theeetao main reasons that have been put forth apgasted
empirically as to why this negative relationshipséx Fama (1981) suggested that since stock prafesct a
firm’s future earning potential, an economic downtdue to an expected rise in inflation would dsprstock
price. This argument is based on the premise tifition is negatively correlated to future econorautput
which in turn impacts negatively on stock returfibis conclusion was drawn by Spyrou (2001) regaydin
Greece for the period 1990 to 1995.

A more theoretical approach to the proposed negatilationship between inflation and stock retuwes
offered by Wilcox (2012) in the context of the [eind Discount Model (DDM). Within this model, a gtacan
only exhibit a positive or neutral relationshipitdlation if the following three conditions holdirgt, inflation is
correctly anticipated by market participants, seltgnexpected inflation affects nominal return amaiminal
dividend growth in the same way and lastly the ra#d of return and real dividend growth are pesiii related
to expected inflation. A violation of any one oéthssumption above shall lead to the conclusionstbaks are
not a perfect hedge for inflation, and thus exhabitegative correlation with inflation.

However since the predominant concept in the camditput forth under the DDM is expected inflatiarhat if
inflation is not correctly anticipated by invest®ershis would violate the first assumption of thedmloand bring
about a significant concept on the impact of unetgubinflation on stock returns and excess stotticms.
Empirical studies into unexpected inflation andcktoeturns began around the period of 1970 to 198&n
there was wide spread stagflation-combination ghhiates of inflations and low growth of output, rirajor
economies around the world. Studies by Lintner §)9&eske and Roll (1983), Fama and Schwert (18#d)
Jaffe and Mandelker (1976) reported a significaagative relationship between unexpected inflatiod stock
market returns. From a theoretical standpoint,ign{1965) argues that such a relationship holdause equity
prices fall in the presence of unexpected inflatsna result of an increased need of companiesecexternal
financing, thus increasing the cost of capital @banpany. This increase results in reduction ofapeémal rate
of real growth.

Bernard (1986) showed that changes in excess eetar® best explained by differences in systemik. ris
However, the paper also concluded that stock retafndifferent firms, respond differently to unapiated
inflation. Asikoglu and Ercan (1992) on the othenti demonstrated that inflation tends to impactpiudit
growth of a company and this is a key determintih@® sensitivity of stock prices to inflation valdy

Using high frequency data, Adams, McQueen and W@604) found the inflation—stock return relationsis
negative and stronger for large capitalized stoathanges in the presence of unexpected inflaticsi. (2009)
showed that equity returns of companies with lob@ok-to-market ratios are more negatively correlatéth
unexpected inflation.

The two main econometric models that were constiappropriate to model volatility of the macroecomo
variables were the Vector Autoregressive ModelsRYAand Conditional Heteroscedastic Models. Theras
literature in finance that documents the use of VRdel to capture excess returns and other apjpitepri
variables that exist in underlying theory. Campbked and MacKinlay, (1997) and Cuthberston (1996¢
examples of researchers how have widely documeh&dse of VAR models in empirical finance.

Despite the popularity of the use of VAR models,itBrand Winkens (2002) contend the use of this rhade
being able to adequately make valid conclusionsndigg risk premiums relationships. The main cotiben
surrounding VAR Models is that the main underlyagsumption is that investors are risk neutral gmsgd to
being risk averse which in turn supplants the nutmge condition. Risk neutral investors do naicel an
emphasis on a risk premium since they seek toaask free rate of return from their investmes. the other
hand risk-averse investors require a risk premiumthvinvolves the modeling of conditional covariarterms
with factors influencing it. Generally, a VAR mod#bes not include conditional co-variances and éaesaot
an appropriate model for use in this particuladgtu

Research Gap

Research dedicated to studying the relationshiprdzt inflation and equity risk premium borrows frahe
inflation-stock return studies. However, Brandt affedng (2003) stressed that news about inflationidatas
news about consumption growth in accounting for \thdation in excess market returns. In the sangepa
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evidence was presented that equity risk premiumdstdo increase if inflation is higher than expdctnd
decreases when it is lower than anticipated. Itldv@@em reasonable to conclude that expectatioost dbe
level of inflation have an impact on the equitknsemium.

This research has its importance rooted not onlytsnintrinsic usefulness in asset pricing and fotict
management, but also because the reconciliationeleet the Efficient Market Hypothesis and the priddic
power of macroeconomic variables. Hence the déadimitand empirical determination of the relationship
proposed by this study would be useful in informhayv investors’ perception of risk changes withpess to
macroeconomic volatilities. While returns are arpamance aspect of financial markets, the othee sidthe
coin; risk, must be investigate further. Therefstedies should focus more on seeking to estahlishdissect
the inflation risk as established by literature #melcompensation thereof to investors.
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