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1 Introduction

An enduring theme in economics is that asset prices are determined as an appropriately
discounted value of the cashflows. Further, in equilibrium the ex-ante rates of return are
determined by the preferences of the agents and the time-series properties of the cash-flows.
It is well recognized by now that a wide range of general equilibrium models find it difficult
to simultaneously justify key observed features of asset markets data. Shiller (1981) and
LeRoy and Porter (1981) argue that the observed dividend series is too smooth to justify the
observed volatility of the market return (approximately 19% standard deviation per-annum).
Mehra and Prescott (1985), Weil (1989), and Hansen and Jagannathan (1991), document
the serious difficulties that standard economic models have in explaining the relatively large
equity premium, and the low real risk free rate (approximately 6.5% and 1% respectively).
These results suggest that from the perspective of a representative investor, with reasonably
calibrated CRRA preferences, the systematic risks embodied in aggregate dividends time
series are too small to justify the large equity premium. In addition, it is hard to justify
the relatively high volatility of the market return and the standard empirical finding that
market risk premia seem to vary across the business cycle. In this paper we present a general
equilibrium model where the interaction between dividend growth rates and non-expected
utility preferences (as in Epstein and Zin (1989) and Weil (1989)) reproduces all these asset
markets phenomena.

It is quite standard in the asset pricing literature to model dividends (the fundamental
cashflows in most asset pricing models) as a unit root process or some stationary stochastic
process around a deterministic trend. The resulting model for growth rates, typically, has
the feature that news regarding cashflows alter investors perceptions regarding expected
growth rates only for very short horizons, if any at all. With standard preferences (as in
Mehra and Prescott (1985)), it is not too surprising that investors view such cash flows as
relatively riskless and, therefore, demand small risk-premia for holding it. In this paper we
propose to model uncertainty in cash flow dynamics by decomposing cash-flows into cyclical
and stochastic trend components. This characterization of the data, for which we provide
empirical support, implies that cash-flow news should significantly alter the perceptions of
agents regarding expected growth rates for the long run. The typical size of cashflow news
(i.e., its volatility) is quite small, and its impact on expected growth rates even smaller.
However, the fact that such news has a long lasting impact on expected growth rates makes
the capitalized value of the cash-flow quite risky, and one that warrants a large risk premium.

Along with our specification for the dividend (consumption) dynamics we also need the
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the elasticity of substitution parameters. In the absence of separation between risk aversion
and the elasticity of intertemporal substitution, as is the case in time separable expected
utility, there is an important tension between matching the equity premium, the risk-free
rate, and the volatility of stock returns. In particular, with risk aversion greater than one, the
standard model implies the counter-intuitive feature that a positive innovation to expected
growth rate in cash flows implies a reduction in the price of the stock relative to current
dividend. If risk aversion is smaller than one, then the equity market volatility and the
risk premium may potentially be too low. Hence, the Epstein and Zin (1989)-Weil (1989)
specification is important to our model just as our departure point for the cash-flow process.

In the simplest version of our model, the growth rate process for dividends is modeled and
estimated in the time-series as an ARMA(1,1) with homoskedastic Gaussian innovations.
This specification for growth rates accommodates the possibility that there is a small
predictable component in growth rates. We show that the ARMA(1,1) specification for
growth rates can be motivated as an outcome of a simple stochastic trend and cyclical
variation model for the level of the dividends. Note that the risk premia on all assets with
homoskedastic growth rate innovations are constant and do not vary. To allow for time-
varying risk premium, we augment the above model by incorporating conditional volatility
in the dividend-consumption growth rate process. This captures the economic idea that
uncertainty regarding growth rates varies across the business cycle. The conditional volatility
of the growth rate process is assumed to follow a simple GARCH(1,1) as in Bollerslev (1986).
We find considerable support for a GARCH(1,1) volatility process for dividend growth rates.

Given the augmented growth rate process, the Epstein and Zin (1989) preferences, and
the Campbell and Shiller (1988) log-linearization for continuous ex-post returns, we solve
(analytically) for equilibrium asset prices. These solutions make it possible to express the
model’s implications for risk premia and volatility of asset returns explicitly in terms of the
preference and growth rate parameters. We use these implications for the risk premia and
asset return volatility to jointly estimate the preference and growth rate parameters. We
find that our estimates of the preference and growth rate parameters lie in a plausible range.

Based on the estimated parameter values for preferences and the growth rate process, we
find that the model can produce the observed level of the risk-free rate, the equity premium,
the volatilities of stock returns, dividend-yield, and the risk free rate. In addition, the model
also justifies the common empirical finding that a rise in the price-dividend ratio predicts a
fall in the market risk premium. The ex-post market return in our model is stochastic and
the market return volatility also follows a GARCH(1,1) process—this is consistent with the
evidence provided in a voluminous literature on market return volatility (see for example,
Bollerslev, Engle, and Wooldridge (1988)). We also show that the simpler version of the



model where growth rate innovations are homoskedastic can also justify many of the above
mentioned asset pricing the anomalies.! Incorporating the effects of changing uncertainty in
growth rates relative to the homoskedastic case increases the equity premium and the market
volatility by about 20%. Consequently, incorporating time varying volatility of growth rates
in an empirically plausible manner, helps the model justify the asset market phenomena at
lower levels of risk aversion and elasticity of substitution parameters. Our results suggest
that the market compensation for changing economic uncertainty risk is about 1.2% per
annum.

There is voluminous literature that addresses the aforementioned asset market anomalies.
Notable examples, Abel (1990), Abel (1999), Bansal and Coleman (1997), Campbell (1996),
Campbell and Cochrane (1999), Cecchetti, Lam, and Mark (1990), Constantinides (1990),
Constantinides and Duffie (1996), Hansen, Sargent, and Tallarini (1999), Heaton (1995),
Heaton and Lucas (1996), Kandel and Stambaugh (1991), address various aspects of the
asset market anomalies discussed above. The approaches taken to address these asset
market phenomena include transaction costs, incomplete markets, and time-non-separable
preferences. Note that in the context of frictionless markets, variation in price-dividend ratios
can come about either due to variation in expected growth rates of dividends or variations
in ex-ante rates of return (discount rates). Indeed a recurring theme in this literature is to
ascribe much of the variation in price-dividend ratios to variation in discount rates, where
it is commonly assumed that dividend growth rates are ¢.7.d. However, in our model the
main source of the variability in the price-dividend ratios is variation in expected growth
rates. Indeed, we explain many of the aforementioned asset market puzzles with very little
variation in discount rates.

It is natural and perhaps important to ask, what additional evidence, particularly at
the micro level, supports our contention that dividend growth rates have components with
significant long run implications. We feel there is considerable micro-level evidence to support
this view, for example, Easton and Zmijewski (1989) and Kormendi and Lipe (1987) show
that news about earnings have significant impact on returns and valuation ratios. At an
aggregate level, Barsky and DeLong (1993) argue that the price elasticity of the market
index with respect to dividends is significantly bigger than one — implying that the market
price of equity changes significantly in response to changes in aggregate dividends. This
impact of fundamental news on asset prices is consistent with our model, where such news
significantly alter perceptions about long-term growth rates and hence valuation ratios.

The paper is organized as follows. Section 2 presents our model. In section 3 we present a

closed form solution for asset prices. Section 4 presents our estimation results and discusses
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the empirical evidence. Section 5 contains some concluding remarks.

2 An Economic Model for Asset Markets

Consider a representative agent with the following Epstein and Zin (1989) - Weil (1989)
recursive preferences:

U, ={(1-6)C," +§(EB[U)}

where 0 < 6 < 1 and 6 ! — 1 is the rate of time preference. Let 6 = 11__%, where v > 0
is the risk-aversion (sensitivity) parameter, and ¢ > 0 is the intertemporal elasticity of
substitution. The sign of # is determined by the magnitudes of the risk-aversion and the
elasticity of substitution. In particular if ¢/ > 1 and v > 1 then # will be negative. Note that
when 0 = 1, that is v = (1/¢), the above recursive preferences collapse to the standard case
of expected utility, with U7 = (1 — §) >0 Cy.]. Further, when 6 = 1 and in addition
v =1, we get the standard case of log utility.

The above representative agent maximizes life-time utility subject to the period budget
constraint

Ot + Pt,rl9t+1 = d;ﬁt + Pt,ﬁt = Wt

P/ refers to the vector of asset price per share at date ¢ that offers a real dividend stream of
dyyjyj = 1,-+-00. ¥y is vector of asset holdings at the end of time-period ¢ — 1 (note that
this vector also includes the payoff 1 from the risk-free asset). Given the above information
note that at date ¢ the wealth of the agent is W;. The above budget constraint can also be
written as

(Wt - Ct) * Ra,t—l—l = Wi

where W, — Cy = P/9:44, equals the amount of capital invested in the asset markets, and

_ Plenitdi (O Wiy . .
Ry = Ploi = wnoop s the return on portfolio held by the agent. As in Lucas

(1978), we normalize the supply of all equity claims to be one and the risk-free asset to
be in zero net supply. In equilibrium, aggregate dividends in the economy, defined as Dj,
equal aggregate consumption of the representative agent. That is dj¥* = D, = C}, where
the vector, ¥*, the aggregate supply of assets, has ones everywhere except for the entry
corresponding to the risk free rate which is zero.

For this economy, Epstein and Zin (1989) show, that the asset pricing restrictions for

asset return R; ;. satisfy,

_8
Ef8°G 5 (1+ Rogar) (14 Rign)] = 1 (1)



where (G}, is the aggregate gross growth rate of consumption. It follows that for the return

on the aggregate consumption portfolio, g 41,
_8
E0°G 5 (1 + Ragn)’] = 1 (2)

From the definition of a return, it follows that

(14 Puys1/Cita)
Pa,t/Ct

14+ Rop1 = (Cey1/Cy) (3)
where we refer to (P,;/C;) as Z;. An equilibrium for this economy is a solution for Z,
that solves the functional equation (2). Further note that as consumption equals dividends,
Rg41, the return on the aggregate consumption process, also coincides with the return on
aggregate dividends — that is, the market portfolio. In section 3.2 we make an explicit
distinction between the consumption and dividend processes.

Continuous versions of variables needed to characterize the solution for the model are
written in lower case letters; hence, In(1+ Ry y11) = Taps1, (M(Gry1) = Git1, and In(Zy) = 2.

Note that (2) can be written in terms of the continuous variables as,
E't[exp{alnw)—%gt+1+9ra,t+1}] -1 (4)

The continuous return can be written as 74441 = In(1 4+ (Patt1/Cii1)) — 2t + g141- To derive
analytical solution to the model we use the standard approximation derived in Campbell
and Shiller (1988), and Campbell (1993),

Ta+1 = Ko + K121 — 2t + Gt (5)

where k¢ and k; are approximating constants and both depend only on the average level of

2.2

Note that the inter-temporal marginal rate of substitution, or the “pricing kernel” in this

i)
model is M1 = 0°G,.5 (1 + Rap1)” "%, The one step ahead innovation, in log(M;1), is

0
NMMmt+1 = —Eﬁtﬂ - (1 - 9)77a,t+1, (6)

where 7,4, is the innovation in continuous growth rate of consumption and 7, is the

2Note that k1 = ezp(Z)/(14+exp(2)). In our empirical work x; = 0.9969, which is based on the magnitude
of Z in our sample. This is consistent with magnitudes used in Campbell and Shiller (1988). Further note that
Campbell and Koo (1997) show that the solution to their model is not very sensitive to this approximation.



innovation in the continuous market return.

2.1 Growth Rate Process

To solve the model we first need to characterize the growth rate process. The growth rate
process can potentially have large effects on the implied volatility of the equity return and
the size of the equity premium. For convenience, it will be easier for us, at this stage, to
capture the idea of stochastic trends and cyclical variation in dividends by characterizing
the growth rate process as an ARMA(1,1) process. As shown later, this process for growth
rates can be motivated by assuming that the stochastic trend for the level of dividends
follows an exponential smoothing process and the cyclical component is a standard first
order auto-regressive process. We subsequently show empirically that the ARMA(1,1) is
a good description of the dividend growth rate. For simplicity, for now, we equate the
dividends and consumption processes and subsequently provide a model that treats them as

separate processes.

gt = W+ PG + M — W (7)

Note that this process can be more conveniently written as

1

gi—1
gtz(l_w)Jr(p—w) + (8)

1—wL

where L is the lag operator. It is assumed that ¢ is stationary, and hence p and w are
less than one in absolute value. While this standard ARMA(1,1) process characterizes the
dynamics for the growth rate, the relevant state variable that affects the present values of
cash flows is the conditional mean of this process. The conditional mean of g; at date ¢t — 1

is determined by the state variable x;_;, where

+(p—w) T (9)

Ti—1 =
Using (8) and (9), it follows that x; is an AR(1) process,

Ty = p+ pTi—1 + (p— w)n (10)

The parameter p determines the persistence of the process, and w is the smoothing
parameter that affects the construction of x;. There are two cases of particular interest that

the ARMA(1,1) representation accommodates. If p = w, then the conditional mean of g is



a constant, and g is an i.i.d process. Second, if w = 0, then ¢ is a standard AR(1) process.

Consider the revision in expected growth rates for horizon n > 1

Eigt4n] — Er1[E(gein)] = Pnfl(P —w)n (11)

Equation (11) shows that if p—w # 0, then rational agents will revise their long-run expected
growth rates in the amount stated in (11). If p — w is positive and small then the revision in
long-run expected growth rates is quite small; in the extreme case when p = w there is no
revision in the expected growth rate at all. The “permanence” of the expectation revision is
determined by p — if it happens to equal one, then the revision in expectation is identical
across all horizons. When p is less than one, the revision is larger for shorter horizons and
almost zero for very long horizons. An interesting case is where the difference between p and
w is small and positive, and p is large — in this case growth rate news leads to very small
revisions to the long-run expected growth rate.

It is important to note that when p is even slightly bigger than w the growth rate
process will look very close to an i.i.d process — the asset pricing implications, however,
can dramatically differ from the case in which the growth rate is assumed to be i.i.d (that
is, p exactly equals w). It is quite likely, that in finite samples, the data on dividend (or
consumption) growth rate by itself may not sharply be able to distinguish across these
different cases.®> It would then seem that the different asset pricing implications of these
alternative growth rate specifications may prove to be valuable in sharper identification of
the growth rate process itself. In a similar vein Cochrane and Hansen (1992) argue that
asset markets data provide important information regarding preference parameters.

Barsky and DeLong (1993) use the classic Gordon Growth Formula and an expected
growth rate process with a unit root (equation (10) with p = 1) to document that such
a specification can explain fluctuations in the market index. Bansal and Lundblad (1999)
consider the ARMA(1,1) specification for dividend growth rates (see equation (7)) in an
international context and explore its implications for asset return cross-correlations across
economies utilizing the market return based static-CAPM model.

To allow for time variation in risk premia, we further assume that there is stochastic
volatility in the growth rate dynamics—where, ait is the stochastic volatility of the growth
rate. Following Bollerslev (1986) we model the stochastic volatility process as a GARCH(1,1).

3Shephard and Harvey (1990) provide small sample evidence which shows that with population values of
p=1,and 1 — w small (w around .9), standard estimation procedures, in finite samples, are biased toward
estimating values of w equal to one. This suggests that it is difficult, in finite samples, to detect permanent
components. We suspect that the same problems are endemic to our case when p is moderately less than
one, and p — w is small.



That is, the squared innovations in the growth rate, 17, follows an ARMA(1,1) process,

2 _ 2
Mip1 = VotV + €1 — Wy,

2 2
Ogii1 = Vo+110,,+ Wi (12)

where 07, = Ei[n7,,], and wyyy = (11 —w,) (07 —0p,) = (11 —wy)erq1.* Further, we assume
that w; is normally distributed and is independent of the innovation in consumption growth

rate 1.5

3 Solving for Asset Prices

3.1 Solution

As stated earlier to solve the model we need to derive the process for z; = log(P,/D;). The

relevant state variables for deriving the solution, in the absence of asset bubbles, are z; and

2
g7t.

To do so we conjecture that z; = Ag + A1z, + Aso

o7 ,. To derive a solution for the endogenous variable z;, we substitute (5) for r, ;1 in (4).

2
g,t:

equation associated with the market return, (4), are used to solve for the unknown vector of
coefficients A = [Ag, Ay, As], using the procedure discussed in McCallum (1983). The details

for the solution for these coefficients are provided in Appendix A — section 6.1.

This conjecture, along with Euler

The solution coefficient for A is,

1-41

A =¥ 13

I (13)

Note that an a-priori belief that higher expected growth in dividends raises the price-dividend
ratio, would imply that A; is positive. With |p| < 1 one would require ) to be bigger than
one to ensure that A; is positive. The positivity of A; captures the usual intuition of
the textbook Gordon Growth formula that higher expected growth, all else equal, should
increase the valuation. Note that if [p| < 1 then the standard expected utility model, with
risk aversion bigger than one (i.e., ¢ < 1), would imply that A; is negative — a rise in

expected growth rates leads to a fall in the price-dividend ratio.

*“Equation (12) can be derived as follows, 77, = vo-+117; +€r41—wyer OF 74 = T2

2
+ (1/1 — wv) l_nﬁ +
2
et+1. Note that o2 ; = Ey[nf, ] = 125~ + (v1 — wy) =i, which in turn implies o7 , = vo + v10] ;| +w;.
SFor simplicity we will let w; be a mean zero normal, however, one can assume some other distribution
such a chi-square with one degree of freedom, this will not change the main results. The main assumption
required is that the innovation in stochastic volatility process is homoskedastic, without this simplifying

assumption, the solution to the model losses it simplicity, and may not be solvable analytically.



The solution coefficient for for A, is

0.5[0 — % +0A K (p— w)]?

A, =
2 9(1 — l€11/1)

(14)

Note that if 6 is negative, then the effect of a rise in volatility is to lower the price to dividend
ratio. Note that if ¢» > 1, then 6 < 0 for risk aversions that are bigger than one. Hence, in
the case when risk aversion is bigger than one, a rise in uncertainty would lead to a drop
in the price-dividend ratios. An a priori belief that increased economic uncertainty should

lead to a drop in asset prices suggest that if v > 1, then ¢) > 1 as well.

3.1.1 The Equity Premium

Given the solutions for A, it is straightforward to derive (shown in section 6.1) the expression
for the return on the aggregate consumption portfolio (recall that for now it coincides with

the market return) from which it follows that the innovation in this return is,
Nagr1 = (1 + K1 A1(p — w)]Ney1 + K1 Aswi (15)
Further note that the conditional variance of the market return can be expressed as,
_ 2 2 2 2 2
varfage] = 0g, = [L+ £141(p — W)l oy, + [k142] 0y, (16)

Also, the conditional covariance between the consumption innovation and the market return

innovation is,

covt(Ne41, Nags1) = [1 + K1 Ai(p — W)]Ug,t

If asset returns and the pricing kernel are conditionally log-normal, as is the case here,

then the continuous risk premium is,
Efrigpr — 754 = —0.507 , — covy(In(Mys1), ripi1)

The arithmetic risk premium, E[R; ;1 — Ry,] can be derived by adding the Jensen’s effect

2

7. 10 both sides of the above expression. The risk premium on the market

piece, 0.50

portfolio, the derivation of which is provided in equation (6.1) in Appendix A, is,

0
Et[Ra,H»l — Rf,t] = B[@ + (1 — H)B]O—z,t + /‘ilAg[(l — 9)/‘611420’,5}] (17)

where B = [1 + k1 A;(p — w)]. Note that B plays a critical role in the determination of

10



the risk premium in equation (17). B, as shown later, is bigger than one, and captures the
impact on long-term expected growth rates in response to innovations in dividend growth
rates. The impact of this persistent component on the equity premium via B can be very
large—implying a large equity premium. Further note that volatility risk is priced and affects
the risk premium when 6 # 1.

To provide intuition regarding the various effects on the market risk premium, consider
some special cases. First, consider the case of standard time-separable preferences where

6 = 1, or equivalently v = 1/1). From (17) it is evident that the equity premium is
Ey[Rqyy11 — Ryy) = vBo}, (18)

Note that with expected utility volatility risk is not priced. With # = 1, the innovation in
the market return does not explicitly affect the innovation in the IMRS — see (6). This is
an outcome of the fact that innovations to stochastic volatility do not affect the marginal
utility of wealth with expected utility preferences. When p = w and volatility is constant,
that is, the dividend process is i.7.d and consequently B = 1. In this case the risk premium
of the market portfolio is product of the variance of growth rates and risk aversion. Further,
v = (1/1) =1 (hence log utility) ensures that B = 1 even if p # w, and the resulting market
return is exactly equal to the growth rate process.®

Next, consider the more general case where the risk aversion parameter need not equal
the reciprocal of the elasticity of substitution parameter (i.e., # need not equal 1). In
this case with p = w (hence B = 1) the equity premium simplifies to E[R, 41 — Ryy] =
vor, + (1= 0)[k1As)?0r,." The effect of § # 1 is that volatility risk is priced. An interesting
case is one where # < 0 and B > 1, in which case the magnification afforded by the term
pre-multiplying ag,t can be big enough to generate a large equity premium. This captures
the intuition that small innovations in the growth rate lead to large changes in the market
return, which in turn is positively correlated with the representative agent’s consumption.
To hold the market portfolio the agent needs to be compensated for bearing this risk by
being offered a large equity premium.

Given the expression for the volatility of R, in (16), note that the geometric equity

premium, the focus of our empirical analysis, is straightforward to derive,

0
Eylrap — T = B[E + (1 — H)B]az’t + (1 — 0)[r1A2)%02 — 0.5(;3;,,5 (19)

6Note that in the case of log-utility A; and A, are equal to zero and price dividend ratio is constant.
"This follows from recognizing that the term pre-multiplying aﬁyt in (17) collapses to . To see this recall

that @ is equal to ~—%, and with B = 1 it follows that [2B + (1 — #)B?] is equal to (£ + 1 — 8) = ~.
-2 ¥ ¥ v
P

11



3.1.2 The Risk Free Rate and Volatility

To derive the risk free rate we exploit the Euler condition in (4) and the fact that the pricing
kernel is log-normally distributed. This allows us to derive the following expression for the
risk free rate (details are given in section 6.2 of Appendix A).
ree = —log(d) + %Et[gt+1] + (1%;9)&[7"@,“1 —ry) = 2—19Vart[%gt+1 + (1 —0)roe1]  (20)
As is standard in most models, a rise in expected growth rates increases the risk free rate
here as well. The volatility of the pricing kernel (the last term in the expression for r;;) can
be fairly large if the return to the market volatility is large, which can significantly alter the
implications for the level of the risk free rate. Further, if # < 0 a rise in the equity premium
lowers the risk free rate.
The volatility of the risk free rate is determined by the volatility of the expected growth
rate process and the volatility of the conditional variance of dividend growth rate. In

particular, we show that,

1., 1—-6 , 17 )
Var(ry:) = (E) Var(z;) + {TKZ — B”’“Z_H} Var(agyt) (21)

where the details of derivation and the constants B,; and K, are given in section 6.2 of
Appendix A. Note that in the absence of stochastic volatility in the model, the volatility of
the risk free rate is determined by the volatility of # and the elasticity of substitution, ¢» —
larger values of ¢ lower the volatility of the risk free rate.

Finally, the volatility of the market portfolio return r, is,
1
Var(res) = B*Var(n1) + ($)2Var(xt) + [Aa (k1 — 1)]2Var(a§,t) + [Agky )02 (22)

where again, B = [1 + A;k1(p —w)]. The first order effect on the volatility of the market
return is B2. As discussed earlier, B captures the impact of dividend innovations on long-
term expected growth rates. As long as A; > 0 an increase in p, with p — w > 0, increases

B implying growth innovations have bigger impact on market volatility.

3.2 Separating Consumption and Dividends

In this section we model consumption and dividends as separate processes. Note that in what
follows our consumption growth rate process will be identical to that in (7). We augment

this consumption growth rate process with one for dividends. This parsimonious bivariate

12



process allows for imperfect correlation between consumption and dividend growth rates and

captures the fact that dividends are more volatile than consumption.

Jiy1 = Tp+ Mg

Gdi+1 = Hd + ATy + Na 41

N+1 = Ogtllet+1
Nig+1 = TAOgulepr1 + V1 —T2X0g €441
Negt1s NMagsr ~ N(0,1) and  corry (N1, Nappr) =T (23)

where 7.+, and eq;41 are uncorrelated. Note that this framework ensures that the g;yq
process is identical to that discussed earlier in (7), and (9). Moreover, this structure implies
that the conditional variance of 7,41 and 74,11 are o , and Ao , respectively. The parameter
A is the leverage ratio as in Abel (1999). A meaningful interpretation of A is that it equals
the ratio of the unconditional standard deviation of the dividends and consumption growth
rates. The above structure implies that the R? from predicting g;11 and gg441 given
are equal.® Further, note that var(ns) = Mvar(n.). Since, dividends are more volatile
than consumption A will be bigger than 1. Note that when 7 = 1 and A = 1, the above
specification collapses to the model specification discussed earlier in the paper and dividend
growth rates are perfectly correlated with consumption growth rates. Finally, note that the
relevant state variables for deriving asset prices are still z; and oy,

To solve the model, as in the previous discussion, we first need to compute the solution to
the endogenous variable, z, = log(P,;/C}). The solution to this variable is entirely unchanged
as the consumption process and consequently the IMRS for our model are unaltered by the
introduction of the auxiliary dividend process. However, to compute the market return which
is a claim to the dividend process, we need to solve for z,,, = log(P,,:/D;). The solution

for z,,; (details of which are given in section 6.3.1 in Appendix A) is,

Zmt = AO,m + Al,mxt + A’42,m0'2 where (24)

g,t

1 1
_ Ay s

Al = =)\

1- K1impP 1- KimpP

The A appearing in A; ,,, captures the idea that dividends are levered relative to aggregate
consumption. Note, that the market price to dividend ratio is likely to be more volatile than

the market price for a claim on consumption, since A; ;, is likely to be bigger than A;. The

®Note that the R? for g1, is simply [var(z;)/var(gi+1)] = var(z:)/ (var(z;) + E(o] ;). Similarly the R?

for dividend growth rate is N>var(z;)/(Nvar(z,) + N>E(0] ;)), which is equal to the R* for g,1.
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solution for A, ,, can be derived (see section 6.3.1 of Appendix A) in an analogous manner
to that discussed in the context of A;. Moreover, exploiting the same solution procedures
as in the previous sections one can derive analytical solutions for the equity premium, risk
free rate, market return volatility, and the risk free rate volatility. The derivation for all
these quantities for the above specification of the consumption-dividend model is provided
in the Appendix B. The economic intuition in the context of this model is identical to that
discussed in the consumption equal dividend model (A =1, 7 = 1) in the earlier sections.
To provide some sense for what drives premiums in this setting, consider the expression

for the equity premium. The return on the market portfolio is 7y, s41,
Ey(rmas1 — 751) = Bul(=Bpr) oy )] + Agmbrm[(1 — 0) Azkiog] — 0.5V ary(rmas1)  (25)

where By, = [—% + (6 — 1)B] and B,,—the beta of the asset with respect to consumption
innovation risk, is (7A + k1 m A1 m(p —w)). Note that with A =1, and 7 = 1 this expression
is identical to equation (17) discussed above. There are two sources of systematic risk—the
consumption innovation risk, and the innovation in consumption volatility. Further note
that the systematic risk compensation for these two sources of risk are the expressions in
the squared brackets in equation (25). The endogenously determined beta’s of a given asset
to these risks are the analogue of B, and Aj,, respectively. In the context of the market

claim, it is clear that a rise in A or 7 raises B,, and hence the equity premium.

4 Empirical evidence

4.1 Data

We construct a monthly series of real dividend growth rates using the CRSP data set.
Specifically, dividends are imputed from the Value Weighted return on the NYSE including
and excluding dividends. Using the market capitalization rate and the CPI index we
construct a real valued dividend index for monthly observations from January 1927 to
December 1998. The de-seasonalized level of dividend is a trailing 12 month average — this
procedure is similar to that in Bollerslev and Hodrick (1995), Heaton (1995), and Hodrick
(1992). For each date the monthly dividend growth rate is defined as the continuous growth

rate of this de-seasonalized level of dividends.

The top panel in Table 1 provides summary statistics of the first 2 moments and first 2
autocorrelations of the data used in the paper. The table provides information on dividend

growth rate, the Value Weighted return on NYSE, real return on the one-month Treasury
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Bill, and inflation. Note that the measured real risk free rate is constructed by subtracting
a trailing 12-month moving average of inflation from the nominal one month T-bill rate —
that is subtracting an empirical proxy for expected inflation. All the return series including
inflation are taken from the CRSP data set. The stylized facts discussed in the introduction
are evident in Table 1. That is the continuous mean equity premium and real risk free
rate are 6.5% and .56% respectively, per-annum. The annualized standard deviation of the
market return and the real risk free rate are about 19% and 1% respectively. In our sample

the volatility of the market return is particularly large.

4.2 Cash Flow Dynamics

In Panel A of Table 2 we provide the ARMA(1,1) estimates for the dividend growth rate
process. The AR(1) coefficient, p, is .965 and the MA(1) coefficient, w, is .85. These
correspond quite closely to the type of estimates discussed earlier in motivating the model.
In particular, the null hypothesis of an i.i.d. growth rate process (i.e., p = w) can be rejected
at conventional significance levels using the Andrews and Ploberger (1996) test.” We also
report the estimates for the ARMA(1,1) model with GARCH(1,1) stochastic volatility in
the innovations of the dividend growth rate process. Note that the volatility process is
quite persistent with vy = 0.983. The innovation in stochastic volatility, determined by the
difference v; — w, = 0.032, is quite small. The economic implications of these estimates
for the conditional mean of the growth rate process are: first, that it is quite persistent,
and second, that the optimal forecast of the conditional mean is revised in the amount of
0.965 — 0.85 = 0.114 in the direction of the innovation in the growth rate. Analogously, the
volatility forecasts are revised approximately in the amount of vy — w,. Further, note that
the estimates above imply that the predictable variation (adjusted R?) in the ARMA(1,1)
and its stochastic volatility process are about 14% and 2% respectively — indicating these
processes contain a small predictable component.

An often held view is that the log-levels of consumption and dividends are a random
walk with a drift. Another commonly held view, seen extensively in the RBC literature
(e.g., Kydland and Prescott (1982)), is that aggregate time-series can be meaningfully
decomposed into a trend and business-cyclical components by a filter such as the HP-filter.
Not surprisingly, the asset pricing implications will be significantly different across these

two alternative characterization of the data. It is not clear, however, that the time series

9Andrews and Ploberger (1996) provide a formal test for the hypothesis that p = w. The test of this
hypothesis is non-standard since under the null that p = w the AR and MA parameters of the ARMA(1,1)
are separately identified only under the alternative. They construct a likelihood ratio test (based on the
quantity sup,LRr(w)) and provide the non-standard asymptotic distribution for this test statistic.
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dynamics of consumption and dividends, in themselves, can speak to which of these two
views is the correct one.

For example, in Panel B of Table 2 we decompose, using the HP-filter, the monthly
dividend growth rate series into cyclical and stochastic trend components. In utilizing the
HP filter we used the ’standard” RBC ”smoothing” parameter of A = 14400 (see Hodrick
and Prescott (1997) for details). The first two columns in Panel B provide the first two
autocorrelations of the growth rate of the trend and cyclical components. The results
indicate that the trend growth rate component is very persistent while the growth in the
cyclical component is not very persistent. The last column, denoted Var-Ratio reports the
relative variance of each component to the overall growth rate variance. The results in
that panel suggest that the growth rate in the ”"Trend” component is small in size but
very persistent, whereas the growth rate of the cyclical component is quite volatile but not
persistent. Viewed from the perspective of the HP filter, it seems that shocks to the trend
component will significantly alter the implications for long run expected growth rates, and
consequently have serious implications for the equity premium and market volatility.

The ARMA(1,1) specification used in this paper can also be derived from a specific trend-
cycle model for the level of dividends. For example, let log D, = Y, = T; + S; where T; is
the trend component and S; is the cyclical component. If one assumes that the trend for Y
follows a exponential smoothing process, where T, = wT;_; + (1 — w)Y}, and the cyclical part
follows an AR(1) process, with AR(1) parameter of p. Then the growth rate ¢;,1 = ;11 —Y;
follows an ARMA(1,1) process as discussed in section 2.1. Note that this is one of the many
ways to characterize the trend and cyclical components so that the implied growth rate
process is an ARMA(1,1). This description of the trend and cycle is analogous to the HP
filter which, as opposed to this, is a two-sided filter.

Finally, in Figure 1 we plot the predicted trend growth rate component of the HP filtered
series against the expected growth rate process implied by the estimated ARMA(1,1) process.
The two track each other very well although the ARMA(1,1) is clearly not as smooth as the
HP-filtered trend growth rate, which as stated earlier is a two-sided filter. Overall, the HP
filter implications for the expected growth rate process and the ARMA(1,1) process, despite
some differences, provides the same broad message—the expected growth rate process is very

persistent.

4.3 Estimation and Asset Pricing Implications

We now turn to the empirical asset pricing implications of the model. We provide estimation

results for the model. Subsequent to that we provide a few calibration experiments designed
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to highlight the economics of the model.

4.3.1 Estimation Results and Asset Market Implications

Table 3 provides the core estimation results of our models. Panel A in the table depicts the
relevant data statistics. Panels B and C provide the parameter estimates of the exogenous
processes (i.e., the ARMA(1,1)-GARCH(1,1) specification), preferences, and asset return
moments of interest. The asset markets data, in addition to the growth rate process, contain
valuable information regarding the growth dynamics itself. Consequently, the preference
parameters (0, v and 1)) are estimated in conjunction with the growth rate parameters (p,
w, v1, and w,). These parameters are estimated by exploiting theoretical restrictions derived
earlier on the equity premium, the level of the risk-free rate, the volatility of the market
return and the risk free rate as well as the moment conditions for estimating the growth
rate process as discussed above.!’ Further note that in our estimations the mean per-capita
consumption growth rate is set at 2.4% per annum.

Panel B provides the results for the dividend model for which A = 1 and 7 = 1, that
is when consumption and dividends are the same. As reported in the first four columns of
Panel B of Table 3 the estimated p and w, at 0.977 and 0.864 are marginally higher than
their point estimates in Table 2 (where p = 0.965 and w = 0.851). The estimated preference
parameters imply a risk aversion of 1.88 and an elasticity of intertemporal substitution of
2.87. In terms of the asset pricing implications, the resulting level of the equity premium
and risk free rate are identical to those observed in the data. The standard deviation of the
market return is 19.20%, which is also identical to that observed in the data. The standard
deviation of the ex-ante risk-free rate is 1.3% in the model, which is only slightly higher than
the volatility of the measured real risk-free rate.

In Panel C we estimate the consumption-dividend model detailed in section 3.2. We
choose A equal to 3 and set the conditional correlation between consumption and dividends
to zero (i.e., 7 = 0). This choice for the leverage parameter A ensures that we match the
respective volatilities of consumption and dividend growth rates. As stated under Monthly
Statistics of Table 3, the annualized monthly volatility of consumption is 1.8% comparable to
that in post-war data. Further, the dividend volatility, which is 5.5%, is identical to that in

our entire sample.!'’ Note, that the unconditional correlation of consumption and dividend

10As in Campbell and Koo (1997) we have also solved the model using numerical techniques and find that
the Campbell-Shiller approximation used to derive the approximate analytical solutions provide very good
solutions. All the quantitative results reported for our estimated parameters are very close to that found in
the numerical solutions, as long as we confine attention to IES parameters less than 3.0 and risk aversion
of less than 10, and choose p which is less than 0.995. Note that the estimated models satisfy all these
restrictions.

1Note that monthly consumption (non-durables and services) data is available only from 1959. In addition,
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growth rate is only 0.17.

The estimated parameters for growth rate dynamics, given in Panel C of Table 3 are quite
similar to those of Panel B and hence only marginally different than those given in Table
2. In this case, the estimated risk aversion at 5.55 is higher, and elasticity of substitution
parameter at 1.94 is lower than that in Panel B. The effect of increasing A is to lower the
volatility of consumption, consequently to match the observed equity premium a higher risk
aversion is warranted. In terms of asset pricing moments, this model matches entirely the
levels of the risk free rate, the equity premium and the volatility of the market return. The
risk free rate volatility is now 0.51% — somewhat lower than the volatility of our measured
real risk free-rate.

It is worth noting that the differences between the preference parameter estimates in
Panel B and Panel C are primarily due to differences in the volatility of consumption growth
rates, as captured by different choices of A\.'? Lowering the value of \ while fixing the
volatility of dividend growth rate increases the consumption growth rate volatility. At the
same time the magnitude of A, ,, is increasing in A and 1. Both of these parameters have
first order effects on the volatility of the market return. To capture market volatility, a
rise in A accommodates a lower value of ¢ to capture market volatility, at the same time
as consumption volatility is lowered, to capture the equity premium a larger risk-aversion

parameter is needed. This explains the differences in Panel B and C.

4.3.2 Additional Asset Market Implications

Table 4 provides some additional implications for the two estimated models in Table 3. First,
it is well known that price-dividend ratios are quite volatile and are very persistent. The first
three columns demonstrate that the models’ predictions regarding the volatility and first two
autocorrelation of the price dividend ratios are comparable to that in the data. The volatility
of log price-dividend ratios in the data is about 0.32 and 0.26 in the consumption-dividend
model 3. Further, the first two autocorrelations of the models’ log price-dividend ratios are
essentially identical to those observed in the data.

A well recognized important dimension is that dividend yields predict multi-horizon
returns, where a rise in current dividend yield predicts a rise in future expected returns. Our

model performs quite well in reproducing this important feature of the data. In columns 4-9

this choice of A and 7 also allows us to match the annual volatility of consumption and dividend growth rates
observed for the entire sample 1927-1998. The volatility of the annual dividend and consumption growth
rate, in the data, is 11.49 and 2.92, respectively. Temporally aggregating the monthly growth rate dynamics
based on Panel C in Table 3 the comparable volatilities of annual growth rates (based on Monte-Carlo
simulations) are 9.04 and 3.4 respectively.

12Qur results are not particularly sensitive to the choice of 7 for values less than 0.3.

131t is worth noting that excluding the last 5 years in our sample, results in o(p — d) being only 0.28.
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in Table 4 we report these predictability regressions for horizons of 1, 36, and 120 months.
As is evident, the model captures the positive relationship between expected returns and
dividend yields. The slope coefficients and the corresponding R?’s rise with the return
horizon, as in the data. Further, note that the model based slope coefficients are within one
standard error of the estimated coefficients in the data. Finally, the unconditional variance
of the equity premium relative to the ex-post return variance in the model is less than 2%.
This is important as it highlights the fact that cost of capital variation in our model is quite
small—variation in price-dividend ratios is primarily due to the small predictable variation
in growth rates.

In the context of this real economy, we can also explore the implications for the term
premia on real bonds — the average one period excess return on an n period discount bond.
The explicit formulas for the real term structure and the term premia are presented in section
6.4 in Appendix A. At our point estimates real bonds have small negative risk premia (about
-0.4% and -1.2% for a 12 and 36 month real bond respectively)— that is, real bonds provide
consumption insurance to agents. This implication of our model for real bonds is consistent
with the evidence provided in Evans (1998) who documents that for inflation indexed bonds
in the U.K. (1983-1995) the term premia is significantly negative (less than -2% at 1 year
horizon) while the term premia for nominal bonds is slightly positive. This evidence of
negative term premia on real bonds is consistent with the implications of the model. It is
worth noting that the negative term premia in our model also imply that the large equity
premium in the model is not a by product of a large positive term premia.

There is a large literature which documents that market return volatility displays a
GARCH(1,1) pattern with fairly persistent volatility shocks (see Bollerslev (1986)). Note
that this feature of the data is easily reproduced in our model. Equation (16) implies that

oz » the market volatility process is
2 2_ Wt 2 2
Um,t =B 1 —l/lL +/ﬁ}1A20'w,

that is the market volatility is also a GARCH(1,1) process the persistence of which is v;.
This is displayed in the last column of the table as p; ;(.,) — in the data this persistence
parameter is 0.984 and in the model it is equal to vy, 0.983. The magnitude of v, at 0.984
in the data is consistent with the evidence provided in Bollerslev, Engle, and Wooldridge
(1988). Further note that innovations to market volatility relative to dividend growth rate
volatility are magnified by the amount B?, which is bigger than 1. Finally, the implications
of the consumption-dividend model for the time-series of the conditional equity premium

are shown Figure 2. As growth rate volatility is high during recessions it follows, from the
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perspective of our model, that the equity premium also rises during these time periods.

4.3.3 Magnitudes of Preference Parameters

The above results make it clear that the consumption-dividend model with risk aversion
parameter of about 5 and an intertemporal elasticity of substitution parameter (henceforth
[ES) of around 1.95, can indeed justify a wide range of regularities observed in asset market
data. Campbell (1999) in the context of asset pricing implications with Epstein and Zin
(1991) preferences and homoskedastic consumption growth rate process argues that IES is
quite small in the data. Hall (1978), also reports low magnitudes for the IES. On the other
hand, estimates of the IES by Attanasio and Webber (1989), who also exploit the Epstein
and Zin (1991) framework, are in excess of 2. The IES estimates in Hansen and Singleton
(1984), using market and T-bill returns, are also well in excess of 2. Our estimates of the
IES are close to those in Attanasio and Webber (1989) and are somewhat smaller than in
Hansen and Singleton (1984).

It is perhaps useful to also relate our estimation to that pursued in Epstein and Zin
(1991). Our estimation approach differs from that in Epstein and Zin (1991) (and the
papers cited in above) in two important ways. First, unlike the approach in these papers we
estimate the preference parameters by imposing theoretical restrictions on the volatility of
asset returns in conjunction with the commonly exploited restrictions on the mean risk-free
rate and equity risk premium. As discussed below, the volatility of asset returns provide
valuable independent information regarding the preference parameters. Second, the Epstein
and Zin (1991) paper provides preference parameter estimates exploiting observed aggregate
consumption growth, but assume that the return on the aggregate consumption portfolio
coincides with the observed value weighted return on the market portfolio. Recall, that in
equation (25) R,;41, the return on the consumption portfolio, is a critical input into the
IMRS. Given that the time series behavior of R,:y1 and R, ;11 can be very different—
using R, ++1 in place of R, ;1 will considerably affect the parameter estimates. In contrast,
this paper estimates preference parameters without making this additional assumption and
imposes the internally consistent theoretical restrictions needed to derive the return on the
aggregate consumption portfolio.

It is also important to note that the standard way to measure [ES can lead to considerable
downward bias in estimation. As in Hall (1978), the IES is typically measured by the slope

coefficient from projecting date ¢ + 1 consumption growth rate on the date ¢ risk-free rate.
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This slope coefficient in the context of our model is;

COU(gtH,Tf,t) . (0
- VU.T‘(O'Q’ )
o) 1ol
where © = {52[B(—By)—0.5B% — B 5 214 If growth rate innovations are

homoskedastic, that is Var(ag,t) = 0, then the slope coefficient is equal to 1, the population
value of the IES. However, with stochastic volatility the measured slope coefficient is
downward biased relative to the true value of the IES parameter. For example with
population IES of ¢y = 3 and v = 2 and all other parameters (p,w,v;,w,) set at their
point estimates of Panel B in Table 3 the measured slope coefficient would be 0.6. Hence,
the downward bias can be sizable. Further, this is suggestive of the reasons for the differences
in point estimates across different economic environments and data sets. Given the evidence
in Attanasio and Webber (1989) and Hansen and Singleton (1984), and the possibility of
downward bias in standard estimation of IES, it seems that our IES estimates are well within
the realm of plausibility.

Using non-parametric bounds on asset prices, Hansen and Jagannathan (1991), and
Cochrane and Hansen (1992) document that large risk aversion helps in justifying observed
risk premia. Mehra and Prescott (1985) argue that a reasonable upper bound for risk aversion
is around 10. In this sense, our estimates for risk-aversion of about 5.5 are quite low and

reasonable.

4.3.4 Calibration

To generate intuition for the way various parameters affect the asset prices in our model
we provide some additional sensitivity analysis which are reported in Tables 5-7. In these
exercises we highlight the importance of the small persistent component in conjunction with
the non-expected utility preferences in explaining the asset market puzzles. In addition we
quantify the contribution of stochastic volatility risk in consumption growth rate dynamics
in explaining risk premiums and asset return volatility.

Table 5 provides calibration results for the case in which preferences exhibit non-expected
utility. The results in Panel A are based on growth rate dynamics reported in Panel C of
Table 3 (that is, consumption-dividend model with A = 3 and 7 = 0) for various values
of v and . For a given risk aversion, a rise in the elasticity of substitution increases the

equity premium and market volatility, and at the same time lowers the risk-free rate and its

14The expression for the slope coefficient follows from recognizing that cov(gi+1,7y,:) = ivar(mt) and the
expression for var(ry,) given in equation (30) in Appendix A.

21



volatility. Evidently, higher levels of ¢, for a given level of risk aversion, help the model in
justifying the asset market facts.

Next we explore the importance of stochastic volatility in consumption-dividend growth
rates. Panel B in Table 5 provides results when growth rate dynamics do not exhibit
stochastic volatility (that is, we set v; = w, = 0)—the rest of the parameters are held
as in Panel A. A comparison across Panels A and B, with v = 5.50 and ¢ = 2 shows,
that the equity premium and market volatility without stochastic volatility are about 5.3%
and 16.98% as opposed to 6.4% and 19.20% with volatility risk. Hence, stochastic volatility
risk contributes about 18% to both, equity risk premium and market volatility. Stated
differently, in the absence of volatility risk our model would require higher risk aversion and
higher elasticity of substitution to justify the observed equity premium and market volatility.

Panel C in Table 5 replicates the analysis above except that p = .965 and w = .85 —
the univariate point estimates for dividend growth rate dynamics given in Table 2. It can
be easily seen that a higher p for a given v and ¢ increases the equity premium, lowers the
risk free rate and increases the market return volatility. A comparison of Panel C to Panel
A makes it clear that higher magnitudes of p obviate the need to choose a larger ¢ and
to match the asset returns moments of interest. Economically, this is an outcome of the
fact that larger values of p magnify the effects of small current growth rate news on current
market valuations, as discussed above in section 2.1.

Table 6 provides results for the case in which cash-flow dynamics are i.i.d (that is p = w
and v; = w, = 0) and preferences still exhibit the non-expected utility. In this case the
price-dividend ratio is constant. Consequently, the market return volatility mirrors the
volatility of dividend growth rates. Further, the equity premium is small and unaltered by
changing ¢, and the level of the risk free rate is very high. This highlights the importance
of a persistent component in consumption-dividend growth rates which our ARMA(1,1)
specification captures.

Table 7 provides results for the standard time-non-separable preferences. Panel A
assumes cash-flow dynamics are 4.7.d and consumption and dividends are perfectly correlated,
as in Mehra and Prescott (1985). Not surprisingly the setup reproduces the well documented
inability of this model to explain asset market data. As the dividend yield is constant in this
specification, the market volatility equals the volatility of the consumption-dividend process
for all values of risk aversion.

In Panel B dividend growth rates follow the consumption-dividend ARMA(1,1)-
GARCH(1,1) specification. Note that now the equity risk premium is negative. In
interpreting this result it is useful to recall the expression for A; in (13). For values of

v (which in this case equals the reciprocal of 1) bigger than 1, A; is negative — a rise in
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expected growth rates lowers the price-dividend ratio. A result of this feature is that when
there is a positive shock to consumption (dividends) there is a negative shock to market
returns. Hence, the covariance between consumption and the market return is negative.
In this case the market insures the agent’s consumption and therefore the required equity
premium is negative. This feature underscores the importance of separation between risk
aversion and elasticity of substitution in the context of our preferred model. Overall, the key
message of these tables is that neither non-expected utility nor the ARMA(1,1)-GARCH(1,1)
specification for growth rates is sufficient by itself to explain the asset market data. In our
model the two channels must co-exist if the model is to match the equity premium, the level
of the risk free rate, and the volatilities of the risk free rate and the market return.

Finally, note that our preferred model has quite reasonable magnitudes of risk aversion
(about 5.5) and IES. If one yields on market volatility by a small amount, it is possible to

drive the IES and risk aversion even lower.

5 Conclusions

In this paper we explore the idea that news about consumption and dividend growth rates
continuously alters perceptions regarding long-term expected growth rates, and that in
equilibrium this feature is important for explaining various asset market anomalies. If
news about dividends has non trivial impact on long-term expected growth rates, then
the capitalized value of this cash-flow would be fairly sensitive to small news. Further,
if dividends are positively correlated with consumption than the dividend cash-flow may
warrant a large equity premium.

We provide empirical support for the view that the observed aggregate consumption-
dividend growth process contains a persistent component that imposes long term risks. In
addition, we show that uncertainty of growth rates changes across time—that is, growth
rate volatility is stochastic. We document that the interaction between dividend growth
rate dynamics, which incorporate this idea of long term risks, in conjunction with the
preferences as developed in Epstein and Zin (1989)-Weil (1989) can indeed explain many
outstanding asset market puzzles. In particular, we show that such a model is capable of
justifying the observed magnitudes of the equity premium, the low risk free rate and the
volatility of market return, dividend-yield, and the risk free rate. In addition, the model
is capable of justifying the predictive relation between dividend yields and returns and the
well documented GARCH-type stochastic volatility in ex-post equity returns. In the model
much of the variability in equity prices is due to news about growth rates while variation in

the cost of capital is fairly small.
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It seems that the framework developed in this paper has sharp implications for costs of
business cycle fluctuations and the cross-section of asset returns—we plan to explore these

issues in a separate paper.
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Table 1 : Data Description

T Ty Tm Div. Growth - g
Panel A: Monthly Frequency
©wo 3.642 0.557 6.997 3.519
(0.105)  (0.140)  (2.265) (0.654)
o 0.892 1.191 19.201 5.550
(0.026)  (0.047)  (0.969) (0.422)
1 0.985 0.979 0.102 0.252
(0.011)  (0.010)  (0.056) (0.069)
P2 0.971 0.953 -0.016 0.227
(0.014)  (0.015)  (0.051) (0.029)

rr is the real risk free rate derived by subtracting a trailing 12-month average of inflation (7) from the
one month T-Bill. r,, is the continuous real return on the Value Weighted NYSE taken from CRSP. We

construct a monthly dividend series using the Value Weighted return on NYSE. The de-seasonalized level of

dividends are constructed using a trailing 12 month moving average of real dividends. The statistics reported

above are for continuous (i.e. log) growth rates constructed from this time series for the level of dividends.
The sample period is 1927:01-1998:12. All return data is from CRSP and inflation is CPI based on BLS.
Standard errors are Newey and West (1987) corrected using 12 lags.
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Table 2 : Estimating Dividend Growth Rate Dynamics

7 p w oy vy vy Wy
Panel A: Monthly Frequency
Estimates .000092  .965 .851 .0147
S.E. (.00011) (.016) (.0315)
Estimates .000092  .965 .851 .0147 .00000376  .983 951
S.E. (.00012) (.016) (.0316) (.000005) (.025) (.055)
Panel B: HP-filtered dynamics- Monthly data
1 P2 Var-Ratio
Growth in HP-trend .998 .992 11.8%
Growth in HP-cyclical .04 015 88.2%

The model for dividend growth rate is:

Jt+1 = b+ PGt + Nep1 — Wit

The GARCH (1,1) model for n implies the stochastic volatility model (12) :

U§,t+1 =1y + V10§,t + (1 —wo) (i — Ug,t)-

The moments used in estimation of the ARMA(1,1) model are: E[nigt—1,m:mt—1,7:] = 0. The ARMA(1,1)
parameters underlying the GARCH(1,1) specification are estimated in analogous manner. The parameters
p1, p2 are the first and second autocorrelations and Var-Ratio is the variance of the HP-filtered component
growth rate relative to the observed growth rate. Standard Error are Newey and West (1987) corrected using

12 lags.
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Table 3 : Estimation Results and Asset Pricing Implications

Cash-flow Preference Monthly Statistics Asset Moments

p w vy Wy ) 5 Y 0e pre 04 prd Ped Elrm —rp] Elryl o(rm) o(ry)

Panel A: Data
5.55 .26 - 6.44 0.56 19.20 1.19

Panel B: A=1,7=1
977 864 .983 .951 997 1.88 2.78 543 .27 543 27 1 6.44 0.55 19.20 1.31
(.006) (.032) (.005) (.029) (.001) (.47) (.26) (.28) (.07) (.28) (.07) -

Panel C: A =3, 7=0
974 860 .983 950 .998 5.55 1.94 1.81 .25 547 .17 .17 6.44 0.55 19.20 0.51
(.007) (.033) (.006) (.031) (.001) (1.65) (.64) (.15) (.07) (.36) (.06) (.06)

In Panel A we provide the data counterpart to the asset moments of interest. Note that r,, and ry are the
continuous (i.e., logged) return on the market and the risk-free rate respectively. The equity premium, is
denoted as E[r,, —ry]. All standard deviations are annualized monthly standard deviations, that is monthly
standard deviations are multiplied by V12 x 100 and all monthly mean returns are annualized. In Panels B
and C the preference parameters (risk aversion -y, elasticity of substitution v, and discount factor §) and the
ARMA(1,1)-GARCH(1,1) time-series parameters are jointly estimated. The moment conditions used in the
estimation are based on minimizing the difference between those observed in the data and the corresponding
population moments implied by the model for [E[r,, —r¢], E[r¢], 0?(rm), 0?(rs)] in conjunction with the
moments conditions for estimating the dividend growth rate parameters as discussed in Table 2. Panel
B describes the estimation results for a model in which consumption equals dividends. The dynamics for
dividend growth include the ARMA(1,1)-GARCH(1,1) specification given in (7). In Panel C, we estimate
the ARMA(1,1)-GARCH(1,1) consumption- dividend model described in section 3.2. We set the leverage
factor of dividends, A = 3 and the conditional correlation between consumption and dividends, 7 = 0. All
estimations use a two-step GMM procedure with a Newey and West (1987) covariance matrix with 12 lags.
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Table 4 : Additional Model Implications

olp—d) prp—da P2p—d B Bz Bio RY Ris Rl Plo(rm)

Panel A: Data
0.32 979  .956 .007 37 1.08 .002 .11 .38 .984
(.005) (.081) (.161)

Panel B: A=1,7=1
0.22 970 .948 -003 121 123 .004 .21 .24 983

Panel C: A=3,7=0

0.26 972 948 003 114 120 .001 .33 .36 983

The first column, o(p — d), is the standard deviation of log price dividend ratio and the next two columns

are the first two autocorrelations of the p — d. The entries in next six column are the 3’s and R? from the
following regression:

Tm,t+1 + ...+ Tm,t+horizon =a+ Bhorizon log(Dt/Pt) + 6t,t+horizon

applied to observed data and data generated by the GARCH(1,1) model estimated in Panel B and C in
Table 3. The panels correspond the the estimates of Panels B-C in Table 3. p; (,,.) is the first order
autocorrelation coefficient of the conditional volatility of r,,.
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Table 5 : Calibration - Non Expected Utility: Consumption-
Dividend Model: A\ =3

v ¢ Elrm—rg] Elrs] o(rm) o(ry)
Panel A: Using Estimates from Panel C in Table 3
2.50 0.50 0.15 5.38 8.34 1.67
2.50  2.00 1.36 1.32 17.09 0.43
B0 3.00 1.56 0.81 18.14 0.31
3.50 0.50 0.70 5.46 8.48 1.67
3.50 2.00 2.80 1.07 17.50 0.45
3.50 3.00 3.09 0.52 18.58 0.34
5.50 0.50 2.11 5.75 9.29 1.67
5.50 2.00 6.34 0.50 19.20 0.50
5.50 3.00 6.88 -0.15 20.36 0.43

Panel B: As Panel A, without Volatility Risk, v1 =w, =0

9.50  0.50 1.73 3.97 8.34 1.67
9.50  2.00 9.31 0.63 16.98 0.42
5.50  3.00 5.76 0.02 18.02 0.28

Panel C: As Panel A, with p = .965, w = 0.851

2.50  0.50 0.08 5.34 7.22 1.42
2.50  2.00 0.85 1.46 13.29 0.36
2.50  3.00 0.97 1.00 14.05 0.25
9.50  0.50 1.16 9.38 7.48 1.42
9.50  2.00 3.62 0.92 14.14 0.40
5.50  3.00 3.93 0.39 14.96 0.32
7.50  0.50 2.14 9.52 7.91 1.42
7.50  2.00 6.09 0.50 15.25 0.44
7.50  3.00 6.57 -0.11  16.14 0.37

This table provides sensitivity analysis for the effects v and ¢ have on asset prices. The calibration results
are based on the consumption-dividend model of equation (23). In Panel A the growth rate dynamics are
based on the parameter estimates in Panel C in Table 3. In Panel B the parameters are the same as in
Panel A except that there is no stochastic volatility in consumption and dividend growth rates — that is,
v = w, = 0. In Panel C of this table the parameters are the same as in Panel A above except that p = .965

and w = 0.851 the point estimates of the univariate dividend growth rates described in Table 2.
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Table 6 : Calibration-Non Expected Utility, Dividend Growth is
iid, p=w,1=w, =0, A =3

Y % Elrm—rs] Elry] o(rm)  o(ry)

Panel A: 7 =1
2.50 0.50 0.10 5.91 5.55 0.00
2.50 4.00 0.10 1.75 5.55 0.00
3.50 0.50 0.21 5.86 5.55 0.00
3.50 2.50 0.21 2.08 5.55 0.00
3.50 4.00 0.21 1.73 5.55 0.00
4.00 0.50 0.26 5.83 5.55 0.00
4.00 2.50 0.26 2.07 5.55 0.00
4.00 4.00 0.26 1.72 5.55 0.00

Panel B: 7 =0
2.50 0.50 -0.15 5.91 5.55 0.00
2.50 2.50 -0.15 2.11 5.55 0.00
2.50 4.00 -0.15 1.75 5.55 0.00
3.50 0.50 -0.15 5.86 5.55 0.00
3.50 2.50 -0.15 2.08 5.55 0.00
3.50 4.00 -0.15 1.73 5.55 0.00
4.00 0.50 -0.15 5.83 5.55 0.00
4.00 2.50 -0.15 2.07 5.55 0.00
4.00 4.00 -0.15 1.72 5.55 0.00

This tables provide sensitivity analysis for the effect i.i.d dividend growth rate has on asset prices when
preferences are Epstein and Zin (1989). The calibration is based on the consumption-dividend model. p is
set at .974 as estimated in Panel C of Table 3 and w is set equal to p and v; = w, = 0.
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Table 7 : Calibration - Expected Utility

v ¥=35 Elrm-—rg Elry]  olrm)  olry)

Panel A: Growth Rate are i.i.d, p=w, 7=1, v =w, =0

2.00 0.50 0.05 6.41 5.55 0.00
5.00 0.20 0.35 13.25 5.55 0.00
10.00 0.10 0.87 23.97 5.55 0.00
15.00 0.07 1.38 33.83 5.55 0.00
40.00 0.03 3.95 70.30 5.55 0.00
Panel B: Growth Rate process is from Table 3 Panel C
2.00 0.50 -0.28 6.43 11.63 1.68
5.00 0.20 -1.04 13.34 9.61 4.20
10.00 0.10 -21.33 24.32 54.83 8.40
15.00 0.07 -99.33 34.62 128.52 12.61
40.00 0.03 -5326.66 75.94  1023.19 33.96

This table provides sensitivity analysis of the effect risk aversion has on asset prices under expected utility
preferences. In Panel A consumption and dividend growth rates are i.i.d and are perfectly correlated (i.e.,
w = p, and 7 = 1), there is no volatility risk (i.e., w, = v; = 0) and A = 3. Panel B provides information

using parameters reported in Panel C of Table 3. In all experiments § = .999.
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Figure 1
HP filtered trend and fitted ARMA(1,1)

HP filtered dividend growth
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The figure depicts the fitted process for dividend growth rates from the trend component of
the HP filter and the ARMA(1,1) estimation (Table 2).
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Figure 2
The Conditional Equity Premium

The Conditional Equity Premium: A =3
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The figure depicts the conditional equity premium based on the estimated ARMA(1,1)-
GARCH(1,1) model in Panel B of Table 3. The conditional equity premium is in terms of
percent per-annum.
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6 Appendix-A

6.1 C =D Model

Recall that based on section 2.1 the consumption process with stochastic volatility is,

Jt+1 = Ty + OgMec,i+1
Tep1r = o+ pr+ (P —w)og e i1
U§,t+1 = Yy + 1/10';t + W41 (26)

To map this into equations (7), (9), and (12), note that o¢¢ne 41 = Pet1-
The IMRS (Intertemporal Marginal Rate of Substitution) for this economy.

0
In Mt+1 =f0Ind — Eng + (0 — ].)Ta’tJrl

Using this IMRS and the standard asset pricing condition that Ei[M;41 R4 41] = Eifexp(flnd — %gt+1 +
Oret+1)] = 1, for Ry 141, where log(Rg t4+1) = rat41- To derive the solution for the endogenous variable z;
we substitute the approximation 7, 41 = Ko + K12t4+1 — 2t + ge+1 into the standard Euler condition for R,
(see (4), and conjecture that z; = Ao + A1z + As0) ;).

Given the conditional normality of g, z and o ;,
vary:/2) = 1, where ¢, ; is the conditional mean of y;41 = t‘)ln(&)—%gtﬂ + 0rp 1, and vary, is its
conditional variance. Using the conjectured solution, the approximation for the return, the process for the
state variables, and (4), it follows that the conditional mean ¢, ; (suppressing all constants) is,

the conditional mean in (4) must equal exp(cy +

0
_[Emt] + 0{[k1 (A1 pzs + Agl/la;t)] — Az — Azo;t + 2}

and the conditional variance vary ;

6 0
Uart[_EUtJrl + 0z t1 +Mep1)] = Um“t[_anwl +0A 61 (p — w)npr1 + 0Asweyy + Oy ]

where 1, ;41 is the innovation in 2z¢11, hence,
0
vary; = [0 — v +0A1k1(p —w) 20’3’,5 + 624302

Since ¢y + +vary /2 must equal zero for all realizations of the state variables, the coefficients A can be solved
for by matching the coefficients on the state variables. Collecting all terms in asset pricing condition that
involve z¢, we can derive a solution for Ay,

0
_Ext + 0[k1 A1 pxy — A1y + 4] = 0.
It immediately follows that,
1-1

A =—2
! 1—kip

which is (13) in the main text.

Collecting all the 0’37t terms, the solution coefficient for for 037“ that is As, satisfies

1 0
9[5311/11420’3715 — Agait] + 5[0 - E + 0A1/<61 (p - LU)]QO';J =0
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which implies that

0.5[6 — % +0A1k1(p — w))?

Ay =
2 9(1—&11/1)

the solution given in (14).
Given the solution above for z; it is possible to derive the return r, as a function of the evolution of the
state variables and the parameters of the model. Suppressing all the constant terms,

2

2
Tat+1 = Gt+1 + K1 A1Tep1 — Ao + k1 Asoy g — Asoyy,

and the one step ahead conditional innovation in the return r, 41 is,

Tat4+1 — Ei[ra+1] = Biip1 + Ask1witq,

where B = (1 + A1k1(p — w)]).
Now substituting for r, 41 and the dynamics of g.y1 we can re-write the IMRS in terms of the state
variables — referring to this as the pricing kernel. Suppressing all the constants in the pricing kernel,

0
mip1 =InMyyy = 60lnd - Egt+1 + (0 = Drae+1
z
Et[mt+1] = —Et + Az(hlll/l — 1)(0 — 1)U§,t
0
M1 — Ey(mygr) = {_E + (0 = D)(Arkr(p —w) + D}ner + (0 — 1) Askiwigr }
= Bpknt—i-l + (9 — I)Aglil’wH_l (27)

where By, = {—%+(9—1)(A1n1 (p—w)+1)} = [—%+(0—1)B], where recall that B = (14+A4; %1 (p—w)]). The
innovation in a given return and the innovation in my41 are critical for determining the risk premium. The
risk premium for the aggregate consumption portfolio r4 t4+1 is determined by computing Ey(rq 41 —rye) =
—covy[myp1 — Ey(mys1), rat+1 — Ei(ra t+1)] — 0.5var(rq 1+1)- Exploiting the innovations in the return rq 411
and my41, it follows that,

Eirait1 —rrd = B[(—Bpk)ait] + k1 As[(1 = 0)ky Ago?] — 0.5vary(rq t+1)

where vary(rq 1) = B?0] ; + (k142)%0,,. Hence in this case B is the § of the asset with respect to the
growth innovation and (1 — #)k; Ao is the § with respect to the volatility shock. The terms in the brackets
are the systematic risk-premia for the two common sources of risks in the economy.

The unconditional variance of r, equals:
x
Var(rei+1) = Var[i + Bnirq + Ao (k1v1 — 1)0§7t + k1 Aswy 1]

which implies that
var(z)
02

We can now derive the expression for the risk-free rate and its volatility, as it only depends on the moments
of the consumption process and that of r4 t41.

Var(regi+1) = + B*Var(ni) + (As (kv — 1))2Va7“(037t) + (k1 42)*Var(we 1)

6.2 The Risk Free Rate and its Volatility

To derive the risk free rate start with (4) and plug the risk-free rate for r;.
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0 1 6
rit = —0log(d) + EEt [9t4+1] + (1 = O)Eyro 1 — §Va7“t[agt+1 + (L= 0)ra,t41] (28)

subtract (1 —6)ry,; from both sides and divide by 6, where it is assumed that 6 # 0. It then follows that,
(1-9)

1 1 0
rie = —log(d) + EEt[gtH] + TEt[Ta,tH — 7] = Q_GVC”“t[Egt+l + (1= 8)ra,41]

To solve the above expression we need an expression for Vart[%gtﬂ + (1= 0)rg+1] = Vary(mesr).

Vart(mtﬂ) = B2k0'§7t + (]. - 9)2(H1A2)202 (29)

D w

Further, if the innovation in growth rate process is homoskedastic, the above expression simplifies as o2 = 0.
The unconditional mean of rf; is derived by substituting the expression for the r, ¢4 risk-premium, and
(29) into (28). This substitution yields,

(1-06)
0

1
20

E(ry:) = —log(d) + %E(g) +

where By is defined earlier. Note that E[o} ;] = Var(n)

Elrg 1 — i [BowE(o, ;) + (1= 0)%(k142)%07]

The unconditional variance of 7 is,

1 1-6 1)°
Var(ry,) = (E)2Var(a:t) + {TK2 - ngQ—Q} Var(o, ;) (30)
where Ko = [%B + (1 — 0)B?] — 0.5B% = B(—By) — 0.5B% Note that K, determines the time varying
portion of the risk-premium on 74 441. The portion B(—Bpy) is due to the leading term in the risk-premium
and the term —0.5B2 is due to the Jensen’s inequality effect in the continuous risk premium.

6.3 Separating Consumption and Dividends

In this section we augment the above consumption dynamics by a separate dividend process. As the
consumption process will be identical to the one presented above, it follows that the solution for z; and
therefore r,+11 and ry; are completely unaltered. Consequently are focus in this section is solely on the
return on the aggregate dividend process which we interpret to the return on the value weighted market
portfolio.

The specifics of the consumption-dividend model are as follows:

Jt+1 = Tt + N1
9dt+1 = pd+ ATt + a1
M+1 = Og,tlle,t+1
Ndi+1 = TAOgiNesr1 +V1—T2Aog €441
Nei+1> N1~ N(0,1) and  corry (i1, Na,41) =T (31)

where 1. ++1 and e4¢41 are uncorrelated. Note that this framework ensures that the g, process is identical
to that discussed earlier in (7), and (9). Moreover, this structure implies that the conditional variance of
Nev1 and ngeqq is o) ; and A0 , respectively. The relevant state variables for deriving asset prices are x;
and o4 ¢.
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6.3.1 Market Return and its Volatility

Let the return on the aggregate dividend process be the market return. Then the z;; = Ao m + A1, mot +
As 07, and the innovation in the market return is

_ 2 2
Pmyt+l = Gdt+1 + K1,mALmTer1 — ALm®t + K1 m A2 m0iy ) — Aomo;

A—L
7“’0. Further the solution for As ,, can be derived by using the pricing kernel

The solution for Ay, = =

to price rm 41, that is E; [exﬁ(th + 7 t+1)] = 1. Collecting all the = terms we find that
x
_E + 2k, mA1L,mp — A1mz + Az =0,

which implies that

A= 1
Al = v
1 —Ki,mp
It follows that
Tmt+rl = Jdi+1 + K1 A1 mTer1 — A1mTe + Iil,mA2,mU§,t+1 - AZ,mU;t
Tl — Et(Pmt+1) = TAMg1 + er1 + K1 A1Lm(p — w)Mit1 + K1 A2 Wit

= By + e + K1m Az mWiep

where By, = (TA + k1,mA1m(p — w)).

We use the following pricing kernel approach to solve for As ,,,

ea:p{Et(th) + Et(rm’tJrl) + 0.5Va7“t(mt+1 + Tm,t+1)} =1 (32)
Now note that
Vari(mit1 +rmee1) = VardBpensr + (8 — 1) Askiwir1 + Briit1 + €1 + K1 Ao mwig]
= [Bp + Bm]203’t +(1- 72))\2a§7t + (0 — V)k1 Az + k1 Az > Var (wit1)
= {[Bpk + Bm]2 + (]. — T2)>\2}U§7t + [(0 - ].)hllAQ + hllAQ’m]zU?U (33)

where By, ¢ = [Bpk + Bny|, will as we will see the § of the asset.

Collect now all the o7 ; terms,

B2, + (1 - 72N
(0 — ].)AQ(HlI/l — ].) + Az’m(lﬁll’mlll - ].) + ’ 5 =0 (34)

(1 — 9)142(1 — I€1V1) + OS(BrQn,d + (1 — T2)>\2)

Azm = (1= K1 mr1) (35)
Deriving the Equity Premium on 7, ¢41,
Tmt+1 — E(Tmis1) = —% + Bmnes1 + €1 + k1AL m(p — w)ney1 + Az (ViK1 m — I)U;t + Ao m k1, mWei1
= —% + (k1 A1, m(p —w) + 7)1 + erp1 + Ao (V1K1 — l)ait + Ao K1 Wit
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Hence,

2

o
Var(rpy) = d}—’; + B?na% + (1= )XVar(n) + [A2,m (161 — 1)]2Var(a§t) + (Agymn1)2012u
Recall, that the Var(er+1) = (1 — 72)A\2Var(ni4+1). The equity premium is derived based on Ei(rp, t+1 —
T’f7t+1) = —covt(mt_,_l — Et(mH_l),rm,tH — Eﬂ’m7t+1) — O.SVCLTt(Tm7t+1). ThllS,
Et (Tm,t+1 — Tf’t) = Bm[(—Bpk)U;t] + A2’mK/1’m[(1 — O)Aglilai] — 0.5Vart(rm7t+1) (36)

where, 0.5V ar:(rmi41) = 0.5{Bp0%  + (1=7°)A\?0] ; + (A2,mk1,m)*05 }. Note that in the premium formulas
k1 will always show up from the pricing kernel and the second &, is coming from the asset under consideration.
The unconditional variance of the z;;—the market price-dividend ratio is

Var(za:) = AimVar(a:t) + A;mVar(ag,t)

6.4 Term Structure

Let the time ¢ price of an n period maturity discount bond be @); . Consequently, the holding period return
on this bond is Hy 141 = Qiai”:‘l, so let the time ¢ price of an n period maturity discount bond be Q.
Consequently, that the corresponding continuous return is ht, = @¢+1,n—1 — Qt,n, Where lower case refers
to logs. As before, let ¢t ,, = Do, + D1n2t + D2’n0‘3’t. The solution for Dy, follows from exploiting (32)
replacing r,, with h,. The difference equation that arise is,

—xt

m + Dy p_1prt — D1 pae =0 (37)
which implies that D ,_1p — i = D,. With the initial conditions that D;, = 0, the solution for
Diy = —3 Z?:_OI p’ for all n > 1 that is D1, = —y[y5;(1 — p")]. Note that Di, is the bond analog

of Al,m-

In a similar fashion the solution for D ,,, follows from
(6 — D) As(kivi — 1) + [Dypo1vs = Do ] + 0.5B, 4,y = 0

Thus
D27n = (9 — 1)142(/4,11/1 - 1) + D27n_1V1 + 05B72n,b(n)

where Dy o = 0, and By, y(n) = [Bpr + D1,n—1(p — w)], where this is the analogous term to B,, 4 above for
equity. Also, note that D, , is the bond analog of A, ,, for equities. Further, note that x;;, = 1 for all
discount bonds of all maturities (for example this is not true for a console).

The term premia on the bond follows

Et[htJrl’n — Tf7t] = Bb(n) [_Bpkggyt] + D2,n[(1 — 9)&11420'31] - 0.5Va7“t(ht+1,n), (38)

where By, = D1,n—1(p — w). Note that By, is the bond analog of By, that is, it is the # of the asset.
To derive the conditional volatility, we first define explicitly the continuous bond return;

hivi,n = [Don—1 — Do)+ [D1n—1p — D1 plxe + [D1pn—1(p — w)]Net1
+ [Dop_11n — DQ,n]U;t + D3 p—1Wit1
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and the conditional variance is,
Vary(hiyi,n) = [Din-1(p — W)P”;,t + Dg,nflﬂfﬂ
and the unconditional variance, Var(hit1,,) is

Var(hnit1) = [Din-1p— Dinl*Var(z:) + [Din-1(p — w)*Var(ne1)
+ [Dap_1vi — D2,n]2VaT'(U§7t) + (D2 y—1)02,
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