








Plan
Data (survey-based business conditions expectations)
Expected business conditions and financial predictors
Expected business conditions and expected excess returns
— With vs. without financial predictors

— With vs. without non-financial predictors

What’s going on?



Data: Excess Stock Returns, 1952:1-2003:2

CRSP value-weighted portfolio, 90-day U.S. Treasury Bill

Data: Financial Variables, 1952:1-2003:2

Dividend Yield, DP
CRSP value-weighted portfolio

Default premium, DEF
Broad corporate bond portfolio yield, Aaa yield

Term premium, TERM
Ten-year U.S. Treasury yield, one-month Bill yield



Data: The Livingston Forecasts

Bi-annual surveys, conducted in June and December

Nominal GDP and CPI level expectations (median)

Final result:

Two-step-ahead real GDP growth forecasts, £ g ., .,



(QO0) Do business conditions forecasts
forecast business conditions?



The Predictive Content of the Livingston
Six-Month Growth Forecasts

H @ & @G & (©

Et gt+1, t+2 0.24 e = = == 0.25
(0.08) (0.08)

g1 - =007 -- - -0.19 -0.19
(0.11) (0.27) (0.15)

Ac, |, = - 009 - 033 029
(0.22) (0.33) (0.32)

AVARY ~ —  —  0.02 000 0.00
(0.02) (0.04) (0.04)

RY(%) 491 -046 -0.81 0.00 -0.78 4.86

Wald 0.00 046 0.66 035 0.57 0.00




Expected Business Conditions and
Financial Predictors of Excess Returns

(Q1) Do financial variables proxy for

expected business conditions?
(7
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Regressions of Livingston Six-Month Growth Forecasts on
Financial and Macro Predictors

H @ & @ & 6 O @6

DP, 022 - - -~ 034 -~ 034
(0.21) (0.17) (0.22)

DEF, ~ 040 - - 049 - 0.0
(0.13) (0.13) (0.14)

TERM, -~ -~ 020 - - 007 -  0.09
(0.09) (0.09) (0.12)

CAY, -~ -~ 010 - -~ -0.10 -0.07
(0.10) (0.10) (0.13)

R%) 394 1538 312 -0.04 -0.01 2632 -1.01 26.14
Wald 027 000 003 033 084 000 059 0.00




(Q2) Do financial variables have predictive content after
controlling directly for expected business conditions?

Do non-financial variables have predictive content after
controlling directly for expected business conditions?
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Expected Excess Returns and Expected Business Conditions

Fama-French:
R, ,» =By * BDP, + B,TERM, + B;DEF, + ¢

t+1,¢+2

Lettau-Ludvigson:
R, ;0 = By + ByDP, + B,TERM, + B;DEF, + p,CAY, + ¢

t+1,¢+2

Campbell-Diebold:
R, 14 = By + ByDP, + B,TERM, + B;DEF, + B,CAY,

T ﬁSEtgt+l,t+2 HRTRRY,



Regressions of Excess Stock Returns on Six-Month Growth
Forecasts, Financial Predictors and Macro Predictors

H & O @ 10 (11) (12)

Eg. ., 022 - - 021 020 - 20.20
(0.08) (0.09) (0.09) (0.10)

DP, ~ 025 017 - 019  0.12
(0.10) (0.10) (0.12)  (0.11)

DEF, -~ 011 -001 -~ -0.10  0.00
(0.07) (0.09) (0.08)  (0.09)

TERM, -~ 015 017 - 009  0.11
(0.07) (0.07) (0.09)  (0.09)

CAY, - 024 -  — 022 017 015
(0.07) (0.08) (0.11)  (0.10)

R*(%) 3.80 496 343 571 692 385  5.78
Wald 0.01 0.00 0.04 000 000 001  0.00




Robust to:
Alternative return horizons
Alternative samples
Alternative timing

Alternative forecasts



(Q3) What’s going on?



Regressions of Stock Return Volatility on Growth Forecasts,
Lagged Volatility, Financial Predictors and Macro Predictors

(D) 2 6 @ & © O

Etgm,t+2 -0.27 -0.28 -0.39 -040 -0.39 -0.38 -0.51
(0.12) (0.10) (0.13) (0.09) (0.09) (0.08) (0.14)
S, 1 -- C —- —- C C C
Financial -- -- C - C - C
Predictors
Macro - - - C - C C
Predictors
R2(%) 3.34 16.87 36.55 23.05 39.55 30.97 41.48

Wald 0.02 0.01 0.00 0.00 0.00 0.00 0.00




Interpretation

Two key excess return predictors:

Livingston £, g,,, ..,

Lettau-Ludvigson CAY,



Interpretation

Two key excess return predictors:

Livingston E, g, ..,
(RISK)

Lettau-Ludvigson CAY,



Interpretation

Two key excess return predictors:

Livingston E, g, ..,
(RISK)

Lettau-Ludvigson CAY,
(RISK AVERSION)





