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Non-Technical Summary

This paper analyzes how investors’ risk-preferences influence asset prices. It
is shown that nonconstant relative risk aversion leads to predictability in asset
returns, although the market is informationally efficient. It is also shown that
in this case asset returns are serially correlated. Thus, although the market is
efficient and all investors act rationally, it is still possible to predict future
returns to a certain extent.

Moreover, the analysis shows that the widely used financial ratios as the
price-earnings ratio and the book-to-market ratio have predictive power for
future returns. Hence, the paper provides an explanation for possible
predictability of asset returns in a rational and efficient market.
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