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Abstract

We model time-varying risk aversion in the consumption-based capital asset pricing model
(C-CAPM). Based on the Epstein-Zin-Weil (Epstein & Zin, 1989, 1991; Weil, 1989) recursive
utility, we derive the Euler equation with time-varying risk aversion parameter. The proxy
variable method is utilized to replace the unobserved return to aggregate wealth in the
Euler equation. The estimation of the preference parameter is carried out based on the two-
stage local linear regression method. Given the estimates, we construct the simultaneous
confidence band (SCB) to test the uniform constancy of the risk aversion parameter. The
empirical findings strongly support time variation and counter-cyclicality of the parameter
under the proxy variable approach.
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