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Wklv sdshu vwxglhv wkh lqwhudfwlrq ehwzhhq dvvhw uhwxuqv dqg exvl0

qhvv f|fohv lq gl�huhqw yhuvlrqv ri wkh rqh0vhfwru vwrfkdvwlf jurzwk

prgho1 Zh vkrz wkdw d prgho zlwk fdslwdo dgmxvwphqw frvwv/ kdelw

irupdwlrq suhihuhqfhv dqg �qdqfldo ohyhudjh suhglfwv htxlw| ulvn suh0

pld ri vhyhudo shufhqwdjh srlqwv1 Lq ghprqvwudwlqj wklv uhvxow wkh

sdshu dovr suhvhqwv d phwkrg wkdw doorzv rqh wr vroyh iru dvvhw uh0

wxuqv lq d odujh fodvv ri pdfurhfrqrplf prghov1 Nh|zrugv= Htxlw|

suhplxp> uhdo exvlqhvv f|fohv> orjqrupdo glvwulexwlrq1
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�| @**L�t |�i �h4 |L @_��t| �|t _iM| *i�i* t4LL|�*) |�hL�}� |�4i @t �| }hL�t�
A�i T@h@4i|ih D _i|ih4�?it |�i L�ih@** *i�i* Lu _iM| @t @ uh@U|�L? Lu |�i
U@T�|@* t|LU!�

45Fdslwdo dgmxvwphqw frvwv kdyh ehhq vwxglhg e| Hlvqhu dqg Vwurw} +4<96,/ Oxfdv +4<9:,/
Oxfdv dqg Suhvfrww +4<:4, dqg Kd|dvkl +4<;5,1 Ed{whu dqg Fuxflql +4<<6, kdyh dssolhg
wklv vshfl�fdwlrq wr dq rshq hfrqrp| uhdo exvlqhvv f|foh prgho1

�H



W?�it|Lht%OL�ti�L*_t

+iThiti?|@|��i �?�it|Lht 4@ �4�3i i TiU|i_ *�ui|�4i �|�*�|) Lu UL?t�4T|�L?c
t�M�iU| |L @ ti^�i?|�@* M�_}i| UL?t|h@�?|G

4@ .|

"[
&'f

q&�E�|n&�

r�|� `|�
r
| n @|ET

@
| n(@

| � ' �| n @|n�T
@
| � E2��

Oihi @| �t @ �iU|Lh Lu �?@?U�@* @tti|t �i*_ @| | @?_ U�Lti? @| | � �c T @

@?_ (@ @hi �iU|Lht Lu @tti| Th�Uit @?_ U�hhi?| Tih�L_ T@)L�|t� A�i @tti|
�iU|Lh @ UL?|@�?t t�@hit @?_ L?i�Tih�L_ ML?_t |L |�i hiThiti?|@|��i �h4
@?_ TLtt�M*) L|�ih @tti|t� W? @__�|�L?c �?�it|Lht u@Ui @ E?Lh4@*�3i_� |�4i
UL?t|h@�?| � ' � r

| nu|c ��|� u hiThiti?|�?} *i�t�hi @?_ �r ThL_�U|��i �Lh!�
B��i? |�@| *i�t�hi _Lit ?L| i?|ih |�i �|�*�|) u�?U|�L?c @}i?|t ��** @**LU@|i |�i�h
i?|�hi |�4i i?_L�4i?| |L ThL_�U|��i �Lh!� ì ��** U@** |��t U@ti |�i � i_
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Table 1
Means of U.S. asset returns

A.  Returns for the period 1948:1-1987:4

Asset Mean*

Short-term bond return:
 T-bills

0.80

Long-term bond return:
 long-term U.S. gov't debt

0.78

Stock return:  S&P 500 8.90

    *Annualized quarterly returns, percent per year.   Source: SBBI

B.  Returns for the period 1800 - 1990

Asset Mean*

Short-term bond return: 3.13

Long-term bond return: 3.71

Stock return: 7.77

    *Returns measured as percent per year.  Source: Siegel (1992)



Table 2
Model predictions for mean returns

A.  Stationary process for productivity

risk
aversion

adjustment
costs

Rf-1 (Rb/Rf)-1 (Re/Rf)-1

fixed
labor

variable
labor

habit
format'

fixed
labor

variable
labor

habit
format'

fixed
labor

variable
labor

habit
format'

τ=2 low 6.48 6.49 6.48 0.008 0.005 0.011 0.006 0.006 0.008

mod 6.46 6.48 6.41 0.048 0.025 0.140 0.055 0.034 0.148

high 6.43 6.47 6.15 0.103 0.038 0.750 0.130 0.055 0.806

τ=10 low 6.29 6.47 6.27 0.092 0.015 0.109 0.028 0.010 0.043

mod 6.11 6.42 5.98 0.331 0.088 0.498 0.275 0.094 0.425

high 5.61 6.35 4.67 1.091 0.201 2.749 1.096 0.234 2.744

B.  Random-walk process for productivity

risk
aversion

adjustment
costs

Rf-1 (Rb/Rf )-1 (Re/Rf)-1

fixed
labor

variable
labor

habit
format'

fixed
labor

variable
labor

habit
format'

fixed
labor

variable
labor

habit
format'

τ=2 low 6.46 6.49 6.45 -0.044 -0.020 -0.040 0.007 0.006 0.014

mod 6.44 6.48 6.36 -0.035 -0.014  0.041  0.043 0.025  0.158

high 6.42 6.47 6.12 -0.021 -0.008  0.456 0.105 0.059  0.750

τ=10 low 4.50 6.37 4.31 -0.751 -0.091 -0.669 -0.272 0.010 -0.187

mod 4.43 6.35 3.77 -0.679 -0.072 -0.158 -0.158 0.057  0.421

high 4.28 6.32 2.00 -0.530 -0.045  1.950 0.104 0.136  2.850

Notes: All entries are quarterly returns, expressed as annualized percentage points.
Mnemonics for the returns are:  Rf = Risk-free rate of return; Rb  = Bond return;
Re=  Equity return.


