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This article examines the effects of portfolio in-
surance on market and asset price dynamics
in a general equilibrium continuous-time model.
Portfolio insurers are modeled as expected
utility maximizing agents. Martingale methods
are employed in solving tbe individual agents’
dynamic consumption-portfolio problems. Com-
parisons are made between the optimal con-
sumption processes, optimally invested wealth
and portfolio strategies of the portfolio insurers
and “normal agents.” At a general equilibrium
level, comparisons across economies reveal that
the market volatility and risk premium are de-
creased, andthe asset and market price levels in-
creased, by the presence of portfolio insurance.

There recently has been a surge in interest amongst
both academicians and practitioners in the intertem-
poral behavior of market volatility (standard deviation
of price return).! Since the market crash of October

This paper is drawn from Chapter 1 of my doctoral thesis at Carnegie Mel-
lon University. I would like to thank Duane Seppi for useful conversations
that led to my interest in portfolio insurance and subsequent invaluable
discussions. I am also grateful to Chi-Fu Huang (the editor), an anonymous
referee for this journal, Franklin Allen (the executive editor), Domenico
Cuoco, Bob Dammon, Rick Green, Burton Hollifield, John Lehoczky, and
seminar participants at University of British Columbia, Carnegie Mellon Uni-
versity, Indiana University, INSEAD, University of lowa, London Business
School, University of Michigan, MIT, Northwestern University, University
of Pennsylvania (Wharton), University of Warwick, the 1993 IMA Work-
shop in Mathematical Finance and the 1993 WFA meetings for their helpful
comments. I especially thank Steve Shreve for valuable input throughout
this research. Financial support from the William Larimer Mellon Foun-
dation is gratefully acknowledged. Address correspondence to Suleyman
Basak, Finance Department, The Wharton School, University of Pennsylva-
nia, Philadelphia, PA 19104-6367.

! Although there is now a large empirical literature on price volatility [Black
(1976), French, Schwert and Stambaugh (1987), Merton (1980), Schwert
(1989, 1990), Stoll and Whaley (1990)), theoretical work [e.g., Basak (1995,
§5.4), Hindy (1992)] in this area is more limited.
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