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Table VI 

Predictability of Returns, Growth Rates, 
and Price-Dividend Ratios 

This table provides evidence on predictability of future excess returns and growth rates by price- 
dividend ratios, and the predictability of price-dividend ratios by consumption volatility. The 
entries in Panel A correspond to regressing rt+l + re +2 .. . -+.r = a() + B(j) log(Pt/Dt) + vt+j, 
where rt+1 is the excess return, and j denotes the forecast horizon in years. The entries in 
Panel B correspond to regressing g>t+l + gt+2 .. + .-'gt+j 

= to(j) + B(j) log(Pt/Dt) + vt+j, and ga is 
annualized consumption growth. The entries in Panel C correspond to log(Pt+j /Dt+j) = a(j)+ 
B(j)lEga,t I + Vt+j, where lEga,t I is the volatility of consumption defined as the absolute value of the 
residual from regressing gt = 5=1 Aj ga_j + ega,t. The model is based on the process in equation 
(8), with parameter configuration given in Table IV and y = 10. The entries for the model are based 
on 1,000 simulations each with 840 monthly observations that are time-aggregated to an annual 
frequency. Standard errors are Newey and West (1987) corrected using 10 lags. 

Panel A: Excess Returns Panel B: Growth Rates Panel C: Volatility 

Variable Data SE Model Data SE Model Data SE Model 

B(1) -0.08 (0.07) -0.18 0.04 (0.03) 0.06 -8.78 (3.58) -3.74 
B(3) -0.37 (0.16) -0.47 0.03 (0.05) 0.12 -8.32 (2.81) -2.54 
B(5) -0.66 (0.21) -0.66 0.02 (0.04) 0.15 -8.65 (2.67) -1.56 

R2(1) 0.02 (0.04) 0.05 0.13 (0.09) 0.10 0.12 (0.05) 0.14 
R2(3) 0.19 (0.13) 0.10 0.02 (0.05) 0.12 0.11 (0.04) 0.08 
R2(5) 0.37 (0.15) 0.16 0.01 (0.02) 0.11 0.12 (0.04) 0.05 

the model's slope coefficients are within two standard errors of the estimated 
coefficients in the data.14 

In Panel B of Table VI, we provide regression results where the dependent 
variable is the sum of annual consumption growth rates. In the data it seems 
that price-dividend ratios have little predictive power, particularly at longer 
horizons. The slope coefficients and R2s of these regressions are quite low both 
in the data and the model. The R2s are relatively small in the model for two rea- 
sons. First, price-dividend ratios are determined by expected growth rates, and 
the variation in expected growth rates is quite small. Recall that the monthly 
R2 for consumption dynamics is less than 5%. Second, price-dividend ratios are 
also affected by independent movements in economic uncertainty, which lowers 
their ability to predict future growth rates. Overall, the model, like the data, 
suggests that growth rates at long horizons are not predicted by price-dividend 
ratios in any economically sizeable manner. 15 

14 Consistent with Lettau and Ludvigson (2001), predictability coefficients and R2s based on the 
wealth-consumption ratio follow the same pattern and are slightly larger than those based on 
price-dividend ratios. 

15 Our model can be easily modified to further lower the predictability of growth rates. Consider 
an augmented model (as in Cecchetti et al. (1993)) that allows for additional predictable movements 
in dividend growth rates that are unrelated to consumption. This will not affect the risk-free rate 
and the risk premia in the model, but will additionally lower the ability of price-dividend ratios to 
predict future consumption growth rates. 
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