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This paper proposes a novel approach for estimating linear factor pricing models with dynamic risk
premia based on a generalized method of moments framework. Time-varying risk prices and
exposures follow an updating scheme that aims for the steepest descent of the conditional
moment-criterion function at time t. The most informative moment for inferring risk premium
dynamics comes from the cross-sectional pricing equation estimated in the second stage of the
popular Fama-MacBeth regression approach. Monte Carlo results show that the new approach is
able to adequately filter various types of risk premium dynamics. An application to the Fama-French
3-factor model shows that the GMM-based procedure can significantly reduce pricing errors
compared to other dynamic and static approaches. The results show that risk premia dynamics
vary across factors, and while they are generally countercyclical, they exhibit significant declines
at the beginning of crisis periods. These declines are not predicted by regression-based
approaches.
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