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Abstract: This paper uses Markov chain to describe the U.S. consumption growth,
and uses the Markov chain algorithm to solve the asset-pricing model based on habit
formation. By using simulation and choosing reasonable parameter values, this paper
gets the high equity premium and low riskfree interest rate that are consisted with the
U.S. empirical data. The work of this paper explains the Mehra and Prescott’s (1985)
equity premium puzzle and Weil’s (1990) riskfree interest rate puzzle.
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