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The standard stock return-dividend yield predictive regression 
remains one of the most researched equations in empirical finance and 
yet one of the most controversial, requiring further thought and work. 
At its simplest level, the predictive equation can be viewed as measuring 
the ability to predict returns, which in turn, would make for improved 
trading and asset allocation decisions. However, its greater economic 
significance lies in the view that the returns predictability equation 
helps us understand the dynamics of asset price movements and their 
causes. That is, the predictive regression and the asset pricing models 
that underlie the regression can allow us to elicit from them whether 
prices predominantly move due to changes in expected future cash flow 
(dividends) or changes in discount rates (risk premium). Cochrane 
[1] highlighted this essential issue, which is captured by the simple 
equation: 

dpt = (expected return)t + (expected dividend growth)t + error.

In running the predictive equation, where we use actual returns as 
a proxy for expected returns, we are often ruling out the ability of the 
dividend yield to predict expected dividend growth. Perhaps argued 
most strongly by Cochrane [1,2] is the view that asset prices move 
according to changes in discount rates and not expected dividend 
growth. This seems to contradict our textbook view of the world, where 
it is changes in expected cash flow that moves market valuation and 
dividend yields. The evidence provided by Cochrane comes from US 
data.

This literature has developed many diverse paths, including those 
that present econometric evidence both for and against the existence 
of predictability [3,4]. However, the main economic content of the 
predictive equation is in trying to understand whether it is risk or cash 
flow that alters the dividend yield and hence, valuation. In an attempt to 
answer that question, Manzly et al. [5] augment the predictive equation 
with the stock price-consumption ratio. This, they argue, helps 
disentangle the offsetting effects of time-varying expected dividend 
growth on the expected returns and dividend yield relationship. More 
specifically, they argue that whether the price-dividend or price-
consumption ratio is more prominent in the predictive regression 
which depends on the mean reverting properties of dividend growth, 
such that slower mean reversion results in a stronger role for the 
dividend yield, they present evidence based on US data.

As noted above, it has been typical to rule out dividend growth 
predictability. However, this has recently been questioned. Chen [6] has 
reported evidence that the dividend yield may predict either returns 
or dividend growth but across different time periods. Similarly, Ang 
[7] provides substantial evidence of dividend growth predictability. 
Moreover, it has been argued that there exists time-variation in the 
predictive ability of the dividend yield [8]. Again the majority of this 
work focuses on US data.

Understanding the source of variation in equity valuation is 
important not only for asset pricing models but in understanding how 
markets work and how market participants behave. Thus, we are left 
with several unanswered questions. Is there evidence for predictability 
in stock returns or dividend growth? Of course, there can be evidence 
for both, but does predictability switch as suggested by Chen [6], in 

which case, why do certain periods predict returns and certain periods 
predict dividend growth? In other words, why is the risk premium more 
important in some periods and cash flow more important in other 
periods? Finally, in order to provide robust answers to these questions, 
they must be subjected to a wider range of data and hence market types, 
that currently with its heavy focus on the US. 
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