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A Dynamic Asset Pricing Model with Government

XU Shuang

(Guanghua School o f Management , Peking University, Beijing 100871, China)

Abstract; This paper builds a stochastic dynamic asset pricing model
with government. The government is modeled as a market participant with
monopoly power, who can influence the market by means of tax and transac-
tion. We define the equilibrium concept and solve the equilibrium with
CRRA utility function, and obtain a two-factors asset pricing model: tax
factor and consumption factor. In this specific form of the general APT
(Ross1976), the excess premium of an asset depends not only on its beta
with consumption but also on its beta with tax. A direct implication is that
the behavior of the capital market will depend on the behavior of govern-
ment. OQur model tells us: in a market in which government has a big role,
the traditional ICAPM tends to underestimate the risk premium of a capital
asset. Our analysis shows that it is possible to introduce government into
the general equilibrium stochastic asset pricing model and the model can help
us to understand the performance of the capital market.

Key words: asset pricing; government; APT
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