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Table IV 
Asset Pricing Implications-Case II 

The entries are model population values of asset prices. The model incorporates fluctuating eco- 
nomic uncertainty (i.e., Case II) using the process in equation (8). In addition to the param- 
eter values given in Panel A of Table II (8 = 0.998, ,u = -fd = 0.0015, p = 0.979, a = 0.0078, 0 = 
3, (e = 0.044, and pd = 4.5), the parameters of the stochastic volatility process are vl = 0.987 
and a, = 0.23 x 10-5. The predictable variation of realized volatility is 5.5%. The expressions 
E(Rm - Rf) and E(Rf) are, respectively, the annualized equity premium and mean risk-free rate. 
The expressions a(Rm), cr(Rf), and a(p - d) are the annualized volatilities of the market return, 
risk-free rate, and the log price-dividend, respectively. The expressionsAC1 andAC2 denote, respec- 
tively, the first and second autocorrelation. Standard errors are Newey and West (1987) corrected 
using 10 lags. 

Data Model 

Variable Estimate SE y = 7.5 y = 10 

Returns 
E(rm - rf) 6.33 (2.15) 4.01 6.84 

E(rf) 0.86 (0.42) 1.44 0.93 
a(rm) 19.42 (3.07) 17.81 18.65 
a(rf) 0.97 (0.28) 0.44 0.57 

Price Dividend 
E(exp(p - d)) 26.56 (2.53) 25.02 19.98 

(p - d) 0.29 (0.04) 0.18 0.21 
AC1(p - d) 0.81 (0.09) 0.80 0.82 
AC2(p - d) 0.64 (0.15) 0.65 0.67 

of 7.5 and 10, respectively. In this table the IES is always set at 1.5 and 0 is set 
at3. 

Column 5 of Table IV shows that with y = 10, the model generates an equity 
premium that is comparable to that in the data.13 The mean of the risk-free 
rate, and the volatilities of the market return and of the risk-free rate, are 
by and large consistent with the data. The model essentially duplicates the 
volatility and persistence of the observed log price-dividend ratio. Comparing 
columns 4 and 5 provides sensitivity of the results to the level of risk aversion. 
Not surprisingly, higher risk aversion increases the equity premium and aligns 
the model closer to the data. A comparison of Table IV with Table II shows that 
when risk aversion is 10, the equity risk premium is about 2.5% higher-this 
additional premium reflects the premium associated with fluctuating economic 
uncertainty as derived in equation (11). One could, as discussed earlier, mod- 
ify the above model and also include correlation between the different shocks. 
The inclusion of these correlations as documented above typically helps to 

13 To derive analytical expressions we have assumed that the volatility process is conditionally 
normal. When we solve the model numerically we ensure that the volatility is positive by replacing 
negative realizations with a very small number. This happens for about 5% of the realizations; 
hence, the possibility that volatility in equation (8) can become negative is primarily a technical 
issue. 
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