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ABSTRACT

This paper examines whether bubbles or time-varying risk

premiums affect stock prices. A model with speculative bubbles and
misspecifications, factors unobserved in stock prices, is considered.
The setting of a time varying risk premium proposed by Malkiel (1979)
and Pindyck (1984) is applied to capture the possibility of
misspecification. The errors in the measurement equation and transition
equation in the state-space model are correlated. Thus, we employ the
generalized Kalman filter developed by Jazwinski (197 0) to estimate the
parameters. After we get the estimates, we follow the orthogonality
test discussed in Durlauf and Hooker (1994) and Chen (1995) to analyze
the flow and stock constraints on different information sets. The results
show that the time varying risk premium model provides a good
explanation for the CRSP data set and there is no presence of speculative
bubbles. The France, German, and Italy in MCSI data sets indicate that
the time varying premium model does not provide a suitable explanation.
No further conclusion can be drawn for whether or not speculative
bubbles exist in these three countries.
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