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Session 1: Abstract 
We solve for an intertemporal portfolio-consumption choice problem under 
inflation. We assume that the nominal interest rate is observable while the 
expected inflation rate is not. The inclusion of the indexed bond in the 
investor’s portfolio provides the investor an opportunity to perfectly hedge 
against the inflation risk. While the hedging demand of the nominal bonds 
would be crowded out proportional to the demand of the indexed bonds. 
The estimation risk of the estimated inflation rate would also introduce an 
additional hedging demand. We also show that the direction in which the 
interest rate and the inflation rate affect the optimal consumption-wealth 
ratio  would  rely  on the elasticity  of  intertemporal  substitution of  the 
investor. When the elasticity of intertemporal substitution is smaller than 
one, the consumption-wealth ratio is increasing in the nominal interest rate 
and decreasing in the inflation rate; the income effect dominates. When 
the  elasticity  of  intertemporal  substitution  is  greater  than  one,  the 
consumption-wealth ratio is affected in an opposite way; the substitution 
effect dominates. However, the consumption-wealth ratio is not decided by 
the real interest rate, i.e., the difference of the nominal interest rate and the 
inflation rate. It also depends on the absolute levels of the nominal interest 
rate and the inflation rate. The nominal and real consumption growth rates 
are derived. The nominal consumption growth is decided by the sum of the 
real consumption growth rate and inflation rate. 
 
About the speaker 
Mao-Wei Hung received his B.A. degree in Economics from National 
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For more information on all our workshops & seminars, please visit Risk Management Institute website. Registration is not 
required. For enquiries, please contact Geraldine Wong at 6516 5824. RMI affiliated researchers are strongly encouraged to 
attend the workshops. 

Session 2: Abstract 
A recent area of concern – and analysis – in both financial 
economics and capital markets has been liquidity. Broadly speaking, 
liquidity is the ease with which a financial asset can be traded. 
Liquidity risk, on the other hand, can be defined as the uncertainty 
associated with the measure of liquidity. Using a simple information-
based model of liquidity, we define, develop, and empirically test 
some measures of liquidity risk, both at the stock- and market-levels. 
In this model, trading agents are characterized as being driven by 
superior information, liquidity needs, or hedging requirements. The 
bid-ask spreads derived from this model have the desired historical 
properties, and the ability to forecast future liquidity. We also provide 
empirical evidence that validates the notion that liquidity affects 
financial market performance. 
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where he recently was appointed a member of the Johnson School 
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