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Abstract

This Internet Appendix: (i) reports the unabridged tables that correspond to Tables 1, 3, 4, and
5 in the manuscript; and (ii) documents the supplementary results from an array of robustness
tests that are only described briefly (not reported in details) in the manuscript.
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1 Unabridged Tables

Tables Al to A4 in this Internet Appendix report the unabridged versions of Tables 1, 3, 4, and 5

in the manuscript.

2 Robustness

This section reports detailed results from a long list of robustness tests that are only described

briefly in the manuscript.

2.1 Second-Stage GMM

The estimation and test results reported in the manuscript are based on one-stage GMM. Table
A5 reports that the parameter estimates from the second-stage GMM are similar to the first-stage
estimates. Table A6 and Figures Al and A2 show that the inferences about the mean errors and

variance errors from the second-stage GMM are largely similar to those from the one-stage GMM.

2.2 The Market Value of Debt

The estimation and test results reported in the manuscript are based on the book value of debt as
the proxy for the market value of debt, B;;, in the model. In this Internet Appendix we use the
Bernanke and Campbell (1988) algorithm to convert the book value of debt into the market value
of debt. The detailed algorithm is described in Whited (1992, pp. 1457-1458).

The imputed market values of debt are highly correlated with the book values of debt, and
their use makes little difference for the Euler equation estimation results. Table A7 reports that
the parameter estimates with the market value of debt are similar to the benchmark estimates.
Table A8 and Figures A3 and A4 show that the inferences about the mean errors and variance

errors with the market value of debt are largely similar to those with the book value of debt.

2.3 Value-Weighted Returns

The benchmark estimation results reported in the manuscript are based on equal-weighted portfolio
returns. Table A9 shows that the estimates of the adjustment cost parameter, a, are somewhat
smaller that those in the benchmark estimation when we use the g-theory model to match expected
returns only. The estimates of a are similar to those in the benchmark estimation when the model

is used to match both expected returns and variances.



Table A10 shows that the g¢-theory model performs reasonably well in accounting for the
expected returns and variances of the testing portfolios. Although the model produces a mean error
of —2.23% per annum (¢t = —1.91) for the high-minus-low SUE portfolio when matching expected
returns alone, this mean error is only 1.74% per annum (¢ = 0.89) when matching means and
variances of returns of ten SUE portfolios simultaneously. This error is substantially smaller than
the corresponding error of 12.37% per annum (¢ = 2.51) in the benchmark estimation. The mean
error for the high-minus-low B/M portfolio is only —0.53% per annum (¢t = —0.18) when matching
both means and variances. In contrast, this mean error in the benchmark estimation with equal-
weighted returns is much larger, 5.89% (¢t = 1.08). The other aspects of the estimation and tests are

similar to the benchmark specification. More details are in the scatter plots of Figures A5 and AG6.

2.4 Alternative Window Length in the Standard Bartlett Kernel

We consider two alternative cases with window length in the Standard Bartlett Kernel different from
five (the benchmark specification). The first case has the window length of one, and the second case
has the window length of ten. Changing the window length in the Bartlett kernel does not affect
the parameter estimates. Only their standard errors, x2, and p-values of various tests are affected.
As such, the mean errors and the variance errors are identical to those in the benchmark estimation,
and the scatter plots also remain the same. Even with standard errors affected, Table A1l to Al4

show that the basic inferences are largely similar to those in the benchmark estimation and tests.

2.5 Alternative Measures of Capital and Investment

Our basic results are robust to an alternative measure of the capital stock as the net property,
plant, and equipment (Compustat annual item 8) and to an alternative definition of investment
as capital expenditures (item 128). Table A15 to A18 reports the parameter estimates and Euler

equation errors and Figure A7 to A10 reports the related scatter plots.

2.6 Time-Invariant Tax Rates

The benchmark specification uses time-varying tax rates. Using time-invariant tax rates measured
at the sample mean of 42.3% from 1963 to 2005 yields largely similar results. See Table A19 for the
parameter estimates and tests of overidentification, Table A20 for Euler equation errors, and Figures

A1l and A12 for the scatter plots in the alternative specification with time-invariant tax rates.



2.7 Portfolio-Specific Tax Rates

The benchmark specification uses time-varying but portfolio-invariant tax rates. Using time-varying
and portfolio-specific corporate tax rates yields largely similar results. To measure the portfolio-
specific corporate tax rate, 7 11, we first construct firm-specific tax rates using the trichotomous
variable approach of Graham (1996), and then take the value-weighted tax rates across all firms
within a given portfolio ¢. In estimating the model with firm-specific tax rates, we assume that
firms take these tax rates as exogenous. Table A21 reports the details for the parameter estimates
and tests of overidentification, Table A22 for Euler equation errors, and Figures A13 and A14 for

the scatter plots in the alternative specification with time-varying and portfolio-specific tax rates.

References

Bernanke, Ben S. and John Y. Campbell, 1988, Is there a corporate debt crisis? Brookings Papers
on Economic Activity 1, 83-125.

Graham, John R., 1996, Proxies for the corporate marginal tax rate, Journal of Financial
FEconomics 42, 187-221.

Whited, Toni M., 1992, Debt, liquidity constraints, and corporate investment: Evidence from
panel data, Journal of Finance 47, 1425-1460.



Table A1l : Descriptive Statistics of Testing Portfolio Returns

For each testing portfolio ¢, we report in annualized percent the average stock return, 77, the stock return volatility,

o7, the intercept from the CAPM regression, e;, the intercept from the Fama-French three-factor regression, el

and the model error from the standard consumption CAPM, ef.

The H—L portfolio is long in the high portfolio and
short in the low portfolio. The heteroscedasticity-and-autocorrelation-consistent t-statistics for the model errors are
reported in brackets beneath the corresponding errors. a.a.p.e. is the average of the absolute values of the errors for
a given set of ten testing portfolios. For the CAPM and the Fama-French model, the p-values in brackets in the last
column are for the Gibbons, Ross, and Shanken (1989) tests of the null hypothesis that the intercepts for a given set
of portfolios are jointly zero. For the standard consumption CAPM the p-values are for the x? test from one-stage
GMM that the moment restrictions are jointly zero. In Panel A for the standard consumption CAPM the estimate
of the time preference coefficient is 5 = 2.76 with a standard error (ste) of 1.05 and the estimate of risk aversion is

v = 127.59 (ste = 59.07). In Panel B 8 = 3.31 (ste = 1.38) and ~ = 142.08 (ste = 63.73). In Panel C 8 = 3.30 (ste

= 1.39) and v = 143.28 (ste = 62.71).

Low 2 3 4 5 6 7 8 9 High H-L aape. [p]
Panel A: Ten SUE portfolios
Ff 10.89 12.04 14.95 1543 18.95 19.39 20.34 2043 22,53 23.39 12.50
O’;S 22.35 20.50 22.01 21.42 2251 23.50 2259 21.87 23.09 21.13 8.46
€ —-1.69 —0.18 2.59 3.28 6.56 6.43 7.61 7.72 9.78 10.86 12.55 5.67 [0.00]
[t] [-0.84] [-0.09] [1.21] [1.48] [2.83] [2.96] [3.57] [3.86] [4.34] [5.74] [5.53]
el 459 —2.78 —0.47 0.56 1.96 3.05 4.26 6.07 6.83 9.47  14.06 4.01 [0.00]
[t] [-227] [-1.50] [-0.28] [0.28] [0.89] [1.60] [2.33] [3.74] [3.22] [5.20] [5.31]
ef —8.07 —4.56 —1.80 —2.42 —-0.04 —1.88 —1.58 4.13 6.39 531 13.38 3.62 [0.00]
t]  [-1.19] [-0.92] [-0.37] [-0.46] [0.01] [0.38] [0.35] [1.06] [1.58] [1.36]  [1.35]
Panel B: Ten B/M portfolios
Ff 8.65 14.14 15.68 15.54 17.93 18.47 19.50 19.94 2281 25.78 17.13
Uf 2793  26.44 2494 23.64 24.92 23.12 23.69 22.49 2293 2697 20.54
€; —4.91 0.81 2.88 3.02 519 6.10 7.41 8.20 11.26 13.65 18.56 6.34 [0.00]
[t] [-211] [0.40] [1.48] [1.52] [259] [3.19] [3.30] [3.58] [4.64] [4.66] [2.51]
e 054 208 177 —1.06 180 242 226 358 563 676  7.30  2.79 [0.00]
[t] [-0.24] [1.22] [1.17] [-0.68] [1.08] [1.81] [1.65] [2.85] [3.85] [3.10] [3.25]
e —-543 —-186 —-1.56 —-1.60 0.27 0.56 0.82 2.48 2.12 6.88 12.31 2.36 [0.00]
[t] [-0.66] [-0.26] [-0.25] [—0.29] [0.06] [0.12] [0.18] [0.90] [0.60] [1.96] [0.26]
Panel C: Ten CI portfolios
Ff 22.12 19.67 18.85 18.80 18.10 18.31 16.97 17.32 17.66 15.16 —6.96
Uf 3242 26.17  23.73 2331 22.26 22.25 21.91 21.44  25.32  26.73 11.37
€ 8.21 7.05 6.25 6.57 5.89 6.26 4.73 5.39 4.84 191 -6.30 5.71 [0.01]
[t] [291] [2.94] [3.11] [3.08] [3.10] [3.10] [2.57] [2.73] [2.32] [0.87] [—3.88]
el'¥ 6.45 3.01 2.85 258 1.54 141 1.22 1.91 1.29 0.11 -6.34 2.24 [0.01]
[t] [2.81] [1.81] [1.94] [1.84] [1.12] [1.07] [0.99] [1.36] [0.79] [0.06] [—3.99]
ef 4.03 3.76 1.66 0.12 046 004 —-146 —0.57 —-1.09 —4.35 —8.38 2.36 [0.00]
[t] [0.75] [0.90] [0.39] [0.02] [0.11] [0.01] [-0.26] [—0.11] [-0.20] [-0.71] [—1.35]




Table A2 : Euler Equation Errors

Euler equation errors and t-statistics are from one-stage GMM estimation with an identity weighting matrix. In
Panel A the moment conditions are F [r;gtﬂ — rfg‘jrl] = 0. The mean errors are defined as e/ = Er [rftﬂ - 7"#11]7
in which FEr[] is the sample mean of the series in brackets. In Panel B the moment conditions are
E [ristﬂ - rf,}il] =0 and E [(rftﬂ —F [ristﬂ])Q - (rﬁil —F [r{ﬁrl])ﬂ = 0. The variance errors are defined as
62-72 = Er [(rﬁﬂ — Er [r§+1])2 — (rﬁ‘jrl — Er [rﬁ‘}rl])ﬂ. The mean errors are defined as in Panel A. In the last
column we report the difference in the mean errors and the difference in the variance errors between the high and low

portfolios, as well as their t-statistics. Mean errors are in annual percent, and variance errors are in annual decimals.

Low 2 3 4 5 6 7 8 9 High H-L

Panel A: Euler equation errors from matching expected returns

Ten SUE portfolios

el 0.26 —1.72 —0.05 0.72 1.66 0.51 0.61 —1.25 —0.50 —0.15 —0.40
[t [0.61] [-1.75] [-0.07]  [0.98] [1.70] [0.69] [1.07] [~1.12] [-0.59] [—0.14] [—0.41]
Ten B/M portfolios
el —-3.94 —3.20 —1.02 2.74 2.35 3.07 2.51 1.62 0.05 —2.73 1.21
[t] [-1.76] [-1.38] [-0.66] [1.39] [1.37] [1.11] [1.31] [0.59] [0.03] [-1.37] [0.79]
Ten CI portfolios
el —0.97 —2.71 —0.50 0.93 2.72 3.37 0.94 0.46 —1.02 —1.45 —0.49
[t]  [-051] [-1.95] [-0.61]  [0.96] [L.74] [2.19] [0.75]  [0.78] [—0.94] [~1.24] [-0.41]

Panel B: Euler equation errors from matching expected returns and variances

Ten SUE portfolios

e —0.04 —0.04 0.01 —0.01 0.02 0.03 0.04 0.01 0.02 0.03 0.08
[t [-1.93] [-1.85] [0.76] [-0.40] [0.95] [1.57] [1.66] [0.92] [0.80] [1.47] [1.83]
el —6.99 —6.50 —2.12 —1.62 2.60 1.79 2.27 1.48 3.75 5.38 12.37
] [-224] [-227] [-149] [-1.06] [1.91] [1.32] [1.82]  [0.83]  [L74]  [2.01]  [2.51]
Ten B/M portfolios
632 0.10 0.07 0.06 0.01 0.01 0.02 0.01 —0.01 —0.02 —0.10 —0.20
[t [2.35] [2.19] [2.07] [0.60] [0.50] [0.85] [0.28] [-0.31] [-1.19] [-1.99] [-2.39]
el —6.46 —-3.83 —-2.11 —0.04 1.71 2.60 3.54 3.11 1.85 —0.58 5.89
[t [-1.89] [-1.73] [-1.02] [-0.02] [0.94] [1.21] [L78]  [1.47]  [1.14] [-0.15]  [1.08]
Ten CI portfolios
632 0.01 —0.00 0.02 0.01 0.03 0.02 0.02 0.02 —0.02 —0.06 —0.07
[t] [0.34] [-0.17] [1.13] [0.55] [1.33] [1.06] [0.75] [1.05] [-1.13] [-1.77] [-1.36]
el 1.29 —2.51 -0.11 1.86 3.47 3.48 1.12 0.28 —2.82 —5.32 —6.60
[t] (0.49] [-156] [-0.09]  [1.15] [1.97] [1.80] [0.88]  [0.21] [~1.53] [-1.97] [—2.04]




Table A3 : Expected Returns Accounting

Panel A reports the averages of investment-to-capital, I;+/K;:, future investment growth, (Liz41/Kit+1)/(Lit/Kit),

sales-to-capital, Yit+1/Kii+1, the depreciation rate, d;:+1, market leverage, w;:, and corporate bond returns in annual

percent, r§+1, for all the testing portfolios. The column H—L reports the average differences between high and low

portfolios and the column [tg—_1] reports the heteroscedasticity-and-autocorrelation-consistent ¢-statistics for the test

that the differences equal zero. Panel B performs four comparative static experiments denoted Ii+/Kit, qit+1/qit,
Yit41/Kit41, and Wy, in which giep1/qie=[1+ (1 — Te1)a(Lit41/Ki1)]/[1 + (1 — 7¢)a(Lit /Kt )]. In the experiment

denoted Yit41/Kit+1, we set Yitr1/Kir+1 for a given set of portfolios, indexed by ¢, to be its cross-sectional average

in t+1. We then use the parameters reported in Panel A of Table 2 in the manuscript to reconstruct the levered

investment returns, while keeping all the other characteristics unchanged. The other three experiments are designed

analogously. We report the mean errors defined as e! = Er [r;gtH - rﬁ‘jrl] for the testing portfolios, the high-minus-

low portfolios, and the average absolute value of e] (a.a.p.e.).

Panel A: Characteristics in levered investment returns

Low 2 3 4 5 6 7 8 9 High H-L [tu-i]
Ten SUE portfolios
Iryaier 0.12 0.12 0.11 0.11 0.1 011 011 011 0.11 0.12 0.00 [0.70]
(Lit11/ Kit1)/(Lir | Kit) 0.89 0.93 096 096 1.00 1.01 1.02 1.05 1.07 1.06 0.17 [4.06]
Yitt1/Kit41 1.52 1.52 1.48 147 150 1.58 161 162 1.65 1.83 0.31 [5.16]
dit+1 0.08 0.07 0.08 0.07 0.08 0.08 0.08 0.08 0.08 0.08 0.00 [0.63]
Wit 0.30 0.29 032 028 028 026 027 027 027 0.21 —0.10 [—5.83]
ré. 9.44 9.48 9.61 9.81 9.76 953 9.69 9.45 950 9.38 —0.06 [—0.27]
Ten B/M portfolios
Lis /Kt 0.18 0.14 0.13 0.13 0.11 0.11 0.10 0.10 0.09 0.08 —0.10 [—7.95]
(Lit11/ Kit1)/(Lir | Kit) 0.98 1.00 099 098 1.00 1.01 101 1.01 1.03 1.02 0.04 [0.68]
Yiew1/Kit+1 1.95 1.88 1.70 158 145 1.37 130 132 139 1.38 —0.57 [—6.77]
dit+1 0.10 0.08 0.08 0.08 0.0r 0.07 0.07 0.07 0.07 0.07 —0.03 [—5.01]
Wit 0.08 0.17 025 024 027 031 034 042 045 0.53 044 [12.44]
i 8.17 8.01 8.04 812 809 824 832 829 833 852 035 [1.05]
Ten CI portfolios
Lis /Kt 0.09 0.09 0.10 0.10 0.11 0.12 0.12 0.13 0.14 0.16 0.07 [11.06]
(Lit+1/ Kit+1)/ (L) Kit) 1.25 1.20 1.10 1.08 1.04 1.01 099 093 091 0.81 —0.44 [-7.23]
Yier1/Kit+1 1.84 1.94 1.85 1.75 1.58 1.58 1.72 181 191 1.89 0.05 [0.38]
dit+1 0.08 0.07 0.07 0.07 0.07r 0.07 0.08 0.07 0.07 0.08 0.00 [—0.46]
Wit 0.35 0.27 024 023 025 024 023 023 026 028 —0.07 [—2.59]
7'5+1 8.47 8.50 833 827 827 823 814 813 827 844 —0.03 [-0.15]
Panel B: Mean errors from comparative static experiments
Low 2 3 4 5 6 7 8 9 High H-L a.a.p.e
Ten SUE portfolios
Ipryaer —2.48 —4.45 0.17 199 445 1.80 1.80 1.01 1.13 —4.26 —1.78 2.35
Qit+1/qit -5.23 —-5.09 -1.83 —-1.10 1.76 1.18 180 133 3.36 3.62 885 2.62
Yitt1/Kit41 -0.78 —-2.60 -190 —-1.10 0.39 0.70 1.21 —-0.52 0.62 3.53 4.31 1.34
Wit 0.13 -1.35 0.41 0.83 1.89 0.41 044 —-1.23 —0.65 —1.46 —1.58 0.88
Ten B/M portfolios
ryaer —42.06 —21.23 —12.22 —4.31 4.69 10.98 17.07 21.19 30.53 48.17 90.23 21.25
Qit+1/ it —-192 -0.88 —0.26 1.56 2.11 2.77 291 134 —0.96 —4.06 —2.14 1.87
Yiew1/Kit+1 0.16 0.76 1.26 293 092 0.14 —-1.63 —2.63 —2.65 —6.33 —6.49 1.94
Wit —6.00 —5.20 —-1.68 1.66 2.19 263 3.37 4.03 3.34 558 11.58 3.57
Ten CI portfolios
ryaer 2.86 —0.40 1.03 2.06 3.50 3.08 0.07 —0.89 —3.01 —5.67 —8.53 2.26
Qit+1/Qit 0.73 —1.50 0.10 1.39 297 341 0.82 —-0.29 —2.01 —3.87 —4.60 1.711
Yiew1/Kit+1 0.57 —0.25 0.17 0.54 —0.44 040 —-0.15 0.67 0.69 0.09 —0.48 0.40
Wit 1.80 —-232 —-093 0.36 261 3.26 0.62 —0.02 —0.71 —0.91 —2.71 1.35




Table A4 : Correlations

For each testing portfolio we report time series correlations of stock returns (contemporaneous, ristﬂ, and one-period-lagged, rft) with levered investment returns,
r{,é‘il, and with investment growth, Iit+1/Ii:. p(-,-) denotes the correlation between the two series in the parentheses. We report the significance of a given
correlation with a star system: 10%, 5%, and 1% significance levels are indicated by one, two, and three stars, respectively. In the last column, denoted All, we
report the correlations and their significance by pooling all the observations for a given set of ten testing portfolios (SUE, B/M, or CI). The levered investment

returns are constructed using the parameters in Panel A of Table 2 in the manuscript.

Low 2 3 4 5 6 7 8 9 High All
Panel A: Ten SUE portfolios
p (r5ier, i) —0.28 ~0.19 ~0.19 —0.15 —0.21 —0.26 ~0.23 ~0.22 ~0.18 ~0.26 —0.11**
p(r Lt,rzm) 0.22 0.15 0.11 0.12 0.01 0.13 0.21 0.11 0.03 0.14 0.19***
p(r LHhIZtH/ILt) —029  —0.13 —0.14  —0.14 —0.24 ~0.16 —0.14 ~0.19 ~0.15 ~0.23 ~0.08
P( Ty Lit1/Lit) 0.18 0.11 0.07 0.04 0.01 0.06 0.13 0.08 —0.03 —0.00 0.14™
Panel B: Ten B/M portfolios
p(ri1, i) —0.23 —-0.17 —0.35*** —0.23 —-0.17 —0.12 —0.24 —0.12 -0.13 —0.05 —0.12**
p(r mrzm) 0.06 0.04 0.35%** 0.25 0.23 0.20 0.24 0.08 0.23  0.33*** 0.22%**
p( er, Liti1/Iit) —0.14 —0.19 —0.26™ —0.14 —0.06 —0.07 —0.28" 0.00 —0.16 —0.13 —0.15"**
p (5, Livsr /Tt 0.12 0.12 0.31* 0.20 0.17 0.04 0.12 —0.04 0.26 0.29* 0.14%*
Panel C: Ten CI portfolios

p (i Titei i) 0.22 0.00 —0.30* 0.07 —0.34** —0.37** —0.31* —0.30* —0.31* —0.30* —0.06
p(ri,rhi4s) 0.44*** 0.13 0.19 —0.19 0.16 0.26 0.27* 0.26 0.04 0.30* 0.21***
p(r LHMI”H/IM) 0.28* —0.07 —0.26 0.05 —0.33** —0.34** —0.30* —0.30* —0.25 —0.12 —0.04
p(rs, Livs1/Iit) 0.20 0.23 0.10 —0.11 0.10 0.21 0.14 0.25 0.03 0.26 0.16***




Table A5 : Parameter Estimates and Tests of Overidentification from the Second-Stage GMM

Estimates and tests are from the second-stage GMM estimation with two-step weighting matrix. In Panel A the
moment conditions are E [riﬂ — rfﬁrl] = 0. a is the adjustment cost parameter and « is capital’s share. Their
standard errors, denoted ste, are reported in brackets beneath the estimates. x? is the statistic from the second-
stage GMM that the moment conditions are jointly zero. d.f. is the degrees of freedom, and p is the p-value
associated with the test. a.a.p.e. is the average absolute value of the model errors, Er [mstﬂ - rfg‘jrl], in which
Er[] is the sample mean of the series in brackets, in annual percent across a given set of testing portfolios. In Panel
B the moment conditions are E [rftﬂ - 7"#11] =0 and E [(rftﬂ —F [ristﬂ])Q - (rfg‘jrl —F [r{tﬁl])Q} = 0. X?z):
d.f.(2), and p(2) are the statistic, degrees of freedom, and p-value for the x? test that the variance errors, defined
as Er [(rf’tﬂ — Er [rftﬂ])? . (Tfﬁrl — Er [r{ﬁrl])?], are jointly zero. a.a.p.e.(2) is the average magnitude of the
variance errors in annual decimals. X?nv d.f.(1), and p(1) are the statistic, degrees of freedom, and p-value for the x*
test that the mean errors, defined in the same way as in Panel A, are jointly zero. a.a.p.e.(1) is the average magnitude
of the mean errors in annual percent. x?2, d.f., and p are the statistic, degrees of freedom, and p-value of the test that

both the mean and variance errors are jointly zero.

Panel A: Panel B:
Matching expected returns Matching expected returns and variances

SUE B/M CI SUE B/M CI

a 8.66 23.17 1.12 a 29.37 11.20 16.13
[ste] [1.20] [16.49] [0.31] [ste] 4.17] [1.10] [2.06]
a 0.30 0.54 0.20 @ 0.61 0.34 0.36
[ste] [0.03] [0.20] [0.01] [ste] [0.06] [0.01] [0.03]
X2 4.45 293.31 7.39 X{(2) 6.85 7.53 7.46
d.f. 8 8 8 d.f.(2) 8 8 8
p 0.82 0.00 0.50 p(2) 0.55 0.48 0.49
a.a.p.e. 2.87 2.42 1.47 a.a.p.e.(2) 0.02 0.04 0.02
X0 6.98 6.60 7.19

d.f.(1) 8 8 8

p(1) 0.54 0.58 0.52

a.a.p.e.(1) 3.46 2.59 221

x° 7.27 8.25 8.50

d.f. 18 18 18

P 0.99 0.98 0.97




Table A6 : Euler Equation Errors from the Second-Stage GMM

Euler equation errors and t-statistics are from the second-stage GMM estimation with the two-step weighting
matrix. In Panel A the moment conditions are E [r;gtﬂ —rfﬁrl] = 0. The mean errors are defined as e] =
Er [rﬁﬂ - r{{“ﬁrl], in which Er[] is the sample mean of the series in brackets. In Panel B the moment conditions
are E [ristﬂ - rf,}il] =0and F [(ristﬂ —F [riﬂ])Q - (rfg‘jrl —F [7"#‘11])2} = 0. The variance errors are defined
as ef2 = Er [(rft_,_l — Er [rﬁ+1])2 — (rﬁ‘_j_l — Er [rﬁ‘_j_l]f]. The mean errors are defined as in Panel A. In the last
column we report the difference in the mean errors and the difference in the variance errors between the high and low

portfolios, as well as their t-statistics. Mean errors are in annual percent, and variance errors are in annual decimals.

Low 2 3 4 5 6 7 8 9 High H-L

Panel A: Euler equation errors from matching expected returns

Ten SUE portfolios

el 3.57 1.33 2.92 3.55 4.40 3.28 3.39 1.45 2.18 2.59 —0.98
1] [1.35]  [0.70]  [1.21]  [1.46] [1.66] [1.31] [1.55]  [0.68]  [1.34]  [1.71] [-0.51]
Ten B/M portfolios
el —4.64 —4.09 —1.96 1.90 1.44 2.11 1.48 0.36 —1.48 —4.75 —0.12
[t] [-1.38] [-0.98] [-0.92] [0.70] [0.61] [0.99] [0.65] [0.07] [-0.48] [-0.75] [-0.02]
Ten CI portfolios
el —0.33 —2.09 0.15 1.56 3.33 4.03 1.68 1.33 —0.02 —0.15 0.17
[t] [-0.14] [-0.76] [0.06] [0.67] [1.21] [1.60] [1.06] [0.85] [-0.01] [-—0.07] [0.12]

Panel B: Euler equation errors from matching expected returns and variances

Ten SUE portfolios

e —0.05 —0.04 0.01 —0.01 0.02 0.03 0.04 0.01 0.02 0.03 0.08
(] [-1.33] [-1.34]  [0.25 [-0.28] [0.92] [1.13] [L11]  [0.37]  [0.42]  [0.84]  [2.18]
el —6.98 —6.49 —-2.10 —1.61 2.61 1.81 2.28 1.50 3.77 5.41 12.39
[t]  [-147] [-1.74] [-0.62] [-045 [0.72] [0.47] [0.71]  [0.51]  [0.99]  [1.41]  [2.45]
Ten B/M portfolios
632 0.10 0.08 0.06 0.02 0.02 0.02 0.01 —0.01 —0.02 —0.10 —0.20
[t [2.24]  [L70]  [158]  [0.41] [0.35] [0.52] [0.22] [-0.20] [-0.57] [—1.43] [—2.35]
el —6.49 —3.84 —-2.11 —0.02 1.73 2.63 3.58 3.15 1.92 —0.44 6.04
[t] 177  [-1.19] [-0.71] [-0.01] [0.54] [0.90]  [1.40] [0.83] [0.62] [-0.07] [1.03]
Ten CI portfolios
632 0.01 0.00 0.02 0.01 0.03 0.02 0.02 0.02 —0.02 —0.06 —0.07
[t] [0.57] [-0.13] [0.76] [0.37] [0.99] [0.59]  [0.50] [0.77] [-0.64] [-1.17] [-1.45]
el 1.14 —2.63 —-0.22 1.76 3.37 3.39 1.02 0.18 —2.92 —5.42 —6.56
[t] [0.22] [-0.76] [-0.06] [0.45] [0.95] [1.10]  [0.46] [0.09] [-0.81] [-1.34] [-1.56]




Table A7 : Parameter Estimates and Tests of Overidentification, the Market Value of Debt
per the Bernanke and Campbell (1988) Algorithm

We measure the market value of debt, B;:, per the Bernanke and Campbell (1988) algorithm. Estimates and tests
are from the first-stage GMM estimation with an identity weighting matrix. In Panel A the moment conditions
are E [rf’tﬂ — rfﬁrl] = 0. a is the adjustment cost parameter and « is capital’s share. Their standard errors,
denoted ste, are reported in brackets beneath the estimates. x? is the statistic from the first-stage GMM that
the moment conditions are jointly zero. d.f. is the degrees of freedom, and p is the p-value associated with
the test. a.a.p.e. is the average absolute value of the model errors, Er [r;gtﬂ — r#‘_j_l], in which Erp[] is the
sample mean of the series in brackets, in annual percent across a given set of testing portfolios. In Panel B
the moment conditions are F [rfwl — rﬁ‘jrl] =0 and FE [(rftH —F [rﬁ+1])2 — (rﬁ‘_j_l —F [r{tﬁl])Q] = 0. X?Q),
d.f.(2), and p(2) are the statistic, degrees of freedom, and p-value for the x? test that the variance errors, defined
as Er [(mstﬂ — Er [mstﬂ])Q - (rfg‘jrl — Er [7’511])2}7 are jointly zero. a.a.p.e.(2) is the average magnitude of the
variance errors in annual decimals. X?D’ d.f.(1), and p(1) are the statistic, degrees of freedom, and p-value for the x>
test that the mean errors, defined in the same way as in Panel A, are jointly zero. a.a.p.e.(1) is the average magnitude
of the mean errors in annual percent. x2, d.f., and p are the statistic, degrees of freedom, and p-value of the test that

both the mean and variance errors are jointly zero.

Panel A: Panel B:
Matching expected returns Matching expected returns and variances

SUE B/M CI SUE B/M CI

a 7.91 23.31 1.03 a 30.99 10.27 17.93
[ste] [1.85] [30.52] [0.30] [ste] [18.48] [4.13] [6.90]
e 0.33 0.51 0.21 e 0.64 0.32 0.38
[ste] [0.03] [0.37] [0.02] [ste] [0.30] [0.06] [0.09]
X2 4.85 5.66 6.81 xé) 5.58 6.50 6.38
d.f. 8 8 8 d.f.(2) 8 8 8
D 0.77 0.69 0.56 p(2) 0.70 0.59 0.60
a.a.p.e. 0.74 2.49 1.42 a.a.p.e.(2) 0.02 0.05 0.02
X0 5.68 5.85 6.32

d.f.(1) 8 8 8

p(1) 0.68 0.66 0.61

a.a.p.e.(1) 3.50 3.30 2.03

X 5.77 7.07 6.91

d.f. 18 18 18

p 1.00 0.99 0.99
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Table A8 : Euler Equation Errors, the Market Value of Debt per the Bernanke and
Campbell (1988) Algorithm

We measure the market value of debt, Bj:, per the Bernanke and Campbell (1988) algorithm. Euler equation
errors and t-statistics are from the first-stage GMM estimation with an identity weighting matrix. In Panel
A the moment conditions are E [rfwl —rﬁ‘jrl] = 0. The mean errors are defined as e = Er [rftH — r#‘_j_l],
in which Er[] is the sample mean of the series in brackets. In Panel B the moment conditions are
E [rfwl — r#‘_j_l] =0and F [(rftﬂ —F [r§+1])2 — (rﬁ‘_j_l —F [T{zﬁJ)Q] = 0. The variance errors are defined as
e;’? = Er [(rfwl — Er [rftﬂ])Q — (r{{“ﬁrl — Er [r{ﬁrl])Q]. The mean errors are defined as in Panel A. In the last
column we report the difference in the mean errors and the difference in the variance errors between the high and low

portfolios, as well as their t-statistics. Mean errors are in annual percent, and variance errors are in annual decimals.

Low 2 3 4 5 6 7 8 9 High H-L
Panel A: Euler equation errors from matching expected returns
Ten SUE portfolios

el 0.30 —1.81 —0.06 0.80 1.70 0.43 0.52 —-1.24 —0.51 —0.08 —0.38
1] (0.78] [-1.85] [-0.10]  [1.12] [1.68] [0.61] [1.19] [-1.21] [-0.74] [-0.08] [—0.46]
Ten B/M portfolios
el —-4.13 —-3.00 —-0.59 2.54 2.50 3.47 1.88 2.32 1.00 —3.47 0.67
[t] [-1.81] [-1.35] [—0.44] [1.25] [1.52] [1.24] [1.10] [0.83] [0.50] [—1.43] [0.37]
Ten CI portfolios
el —0.57 —2.88 —0.57 0.74 2.71 3.22 1.12 0.14 —0.72 —1.55 —-0.99
[t] [-0.39] [-2.11] [-0.83] [0.83] [1.98] [2.21] [0.86] [0.21] [-0.75] [-1.63] [-0.92]

Panel B: Euler equation errors from matching expected returns and variances

Ten SUE portfolios

efz —0.04 —0.03 0.01 —0.01 0.01 0.03 0.04 0.01 0.02 0.03 0.06
[t [-1.84] [-1.79]  [0.84] [-0.57] [0.53] [1.54] [L71]  [0.63]  [0.92]  [1.34]  [1.75]
el —6.67 —6.76 —2.46 —1.63 2.60 1.74 2.27 1.56 3.71 5.56 12.23
]  [-224] [-230] [-1.67] [-1.10] [1.99] [1.37] [1.83]  [0.84]  [L77]  [2.05]  [2.29]
Ten B/M portfolios
e 0.10 0.07 0.07 0.04 0.03 0.02 0.05 0.02 0.00 —0.13 —0.23
[t [2.36)  [200]  [1.96]  [1.24] [0.83] [0.99] [L41]  [0.64] [-0.03] [-1.87 [-2.18]
el —6.18 —-3.14 —1.48 0.95 2.06 3.62 4.09 4.32 4.11 —3.02 3.16
[t [-1.69] [-1.31] [-0.74]  [0.47 [1.20] [1.72] [L73]  [1.69]  [1.70] [-0.52]  [0.40]
Ten CI portfolios
6;-72 0.02 —0.01 0.02 0.01 0.03 0.01 0.02 0.01 —0.02 —0.05 —0.07
1] (0.81] [-0.62]  [1.07]  [0.42] [1.25] [0.62] [0.84]  [0.58] [—1.13] [—L75] [—1.45]
el —0.02 —2.50 0.05 1.93 3.46 3.69 1.51 0.05 —2.49 —4.63 —4.60
[t [-001] [-1.53]  [0.04  [1.09] [2.10] [1.81] [1.12]  [0.04] [-1.46] [-1.95] [-1.28]

11



Table A9 : Parameter Estimates and Tests of Overidentification, Value-Weighted Returns

We value-weight all portfolio stock returns, i, and corporate bond returns, rZ. Estimates and tests are from the one-
stage GMM estimation an identity weighting matrix. In Panel A the moment conditions are E [rftH — r#‘_j_l] =0.
a is the adjustment cost parameter and « is capital’s share. Their standard errors, denoted ste, are reported in
brackets beneath the estimates. x? is the statistic from the second-stage GMM that the moment conditions are
jointly zero. d.f. is the degrees of freedom, and p is the p-value associated with the test. a.a.p.e. is the average
absolute value of the model errors, Er [mstﬂ — 7"#11]7 in which E7[] is the sample mean of the series in brackets, in
annual percent across a given set of testing portfolios. In Panel B the moment conditions are E [7"1'5:5+1 - rf{“ﬁrl] =0
and F [(ristﬂ - F [ristﬂ])Q - (rfg‘jrl - F [7"#‘11])2} =0. X?Q), d.f.(2), and p(2) are the statistic, degrees of freedom,

and p-value for the x? test that the variance errors, defined as Er [(rftH — Er [rﬁ+1])2 - (rﬁ‘_j_l — Er [rﬁ‘_j_l]f],

are jointly zero. a.a.p.e.(2) is the average magnitude of the variance errors in annual decimals. Xfl), d.f.(1), and p(1)
are the statistic, degrees of freedom, and p-value for the x? test that the mean errors, defined in the same way as in
Panel A, are jointly zero. a.a.p.e.(1) is the average magnitude of the mean errors in annual percent. x2, d.f., and p

are the statistic, degrees of freedom, and p-value of the test that both the mean and variance errors are jointly zero.

Panel A: Panel B:
Matching expected returns Matching expected returns and variances

SUE B/M CI SUE B/M CI

a 0.50 8.11 1.18 a 28.42 8.33 13.05
[ste] [0.41] [5.44] [0.40] [ste] [10.88] [2.06] [3.41]
a 0.18 0.27 0.16 @ 0.44 0.25 0.25
[ste] [0.03] [0.06] [0.02] [ste] [0.16] [0.04] [0.05]
x> 5.36 6.16 5.85 X{(z) 3.59 4.69 6.49
d.f. 8 8 8 d.f.(2) 8 8 8
D 0.72 0.63 0.66 p(2) 0.89 0.79 0.59
a.a.p.e. 1.03 1.37 1.11 a.a.p.e.(2) 0.02 0.03 0.03
X0 3.30 3.11 3.44

d.f.(1) 8 8 8

p(1) 0.91 0.93 0.90

a.a.p.e.(1) 1.30 1.69 2.23

x> 3.88 6.39 6.01

d.f. 18 18 18

P 1.00 0.99 1.00
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Table A10 : Euler Equation Errors, Value-Weighted Returns

We value-weight all portfolio stock returns, 75, and corporate bond returns, 5. Estimates and tests are from the
one-stage GMM estimation an identity weighting matrix. In Panel A the moment conditions are E/ [rﬁﬂ - r{{“ﬁrl] =0.
The mean errors are defined as e! = Ep [ristﬂ - rfg‘jrl], in which Er[] is the sample mean of the series in brackets.
In Panel B the moment conditions are E [rfwl — rﬁ‘jrl] =0and FE [(rft_,_l —F [r§+1])2 — (rﬁ‘_j_l —F [rﬁ‘jrl])Q] =0.
The variance errors are defined as 632 = Er [(riH — Er [riﬂ])? . (Tfﬁrl — Er [rzftlil])?], The mean errors are
defined as in Panel A. In the last column we report the difference in the mean errors and the difference in the
variance errors between the high and low portfolios, as well as their ¢-statistics. Mean errors are in annual percent,

and variance errors are in annual decimals.

Low 2 3 4 5 6 7 8 9 High H-L

Panel A: Euler equation errors from matching expected returns

Ten SUE portfolios

el 0.88 —1.29 0.38 —0.34 0.32 —0.64 1.67 —1.52 1.87 —1.35 —2.23
[t] [1.66] [—1.38] [0.57] [-0.38] [0.35] [—0.60] [1.84] [-1.75] [1.977 [-1.27] [-1.91]
Ten B/M portfolios
el —0.77 —1.41 —0.96 0.39 0.09 1.88 3.21 1.39 0.71 —2.86 —2.09
[t] [-0.42] [-0.94] [-0.97] [0.31]  [0.07] [0.90] [2.01] [0.63] [0.38] [-1.65] [-1.27]
Ten CI portfolios
el —1.45 —2.00 1.43 1.50 1.23 2.01 0.02 0.01 —-0.41 —1.07 0.38
]  [-0.70] [-1.64]  [1.01]  [1.04] [104]  [L04]  [0.02]  [0.01] [-0.32] [-0.80]  [0.27]

Panel B: Euler equation errors from matching expected returns and variances

Ten SUE portfolios

632 —0.03 —0.02 0.01 —0.01 0.01 0.02 0.03 0.00 0.01 0.04 0.07
[t] [-1.39] [-1.26] [0.80] [-0.87] [0.53] [0.80] [1.84] [—0.50] [0.51] [1.89] [1.86]
el —0.64 —2.78 —0.18 —1.33 0.70 0.00 2.18 —1.55 2.49 1.09 1.74
[t] [-0.47] [-1.65] [-0.21] [-0.80] [0.57] [0.00] [1.76] [-1.13] [1.52] [0.66] [0.89]
Ten B/M portfolios
efz 0.06 0.05 0.05 0.02 0.02 0.02 0.01 —0.01 —0.02 —0.08 —0.14
1] [2.11]  [2.14]  [2.26]  [0.93] [0.95  [1.09]  [0.66] [-0.52] [-1.38] [-1.93] [-2.13]
el —1.81 —1.36 —1.10 —1.17 0.02 1.58 3.67 2.02 1.80 —2.34 —0.53
[t] [-0.84] [-0.79] [-0.77] [-0.65] [0.01] [0.81] [1.94] [1.05] [0.92] [-1.05] [-0.1§]
Ten CI portfolios
efz —0.01 0.00 0.04 0.03 0.03 0.03 0.02 0.02 —0.03 —0.06 —0.05
[ [-0.32]  [0.09]  [172]  [112] [1.32]  [1.76]  [1.19]  [1.26] [-1.80] [-1.73] [—1.54]
el 1.98 —-0.91 2.32 2.79 1.94 1.77 —0.32 —0.96 —2.96 —6.33 —8.31
G [0.60] [-0.55]  [1.17]  [1.45] [1.40]  [0.86] [-0.20] [-0.52] [-145] [-2.13] [-2.11]
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Table A1l : Parameter Estimates and Tests of Overidentification, Window Length of One in
the Standard Bartlett Kernel

Estimates and tests are from the one-stage GMM estimation an identity weighting matrix. We use a standard
Bartlett kernel with a window length of one to calculate the optimal weighting matrix when conducting inferences.
In Panel A the moment conditions are F [rf’tﬂ — rftlil] = 0. a is the adjustment cost parameter and « is capital’s
share. Their standard errors, denoted ste, are reported in brackets beneath the estimates. 2 is the statistic from the
second-stage GMM that the moment conditions are jointly zero. d.f. is the degrees of freedom, and p is the p-value
associated with the test. a.a.p.e. is the average absolute value of the model errors, Er [ristﬂ - rfg‘jrl], in which Er[]
is the sample mean of the series in brackets, in annual percent across a given set of testing portfolios. In Panel
B the moment conditions are E [rftﬂ - 7"#11] =0 and E [(rftﬂ —F [ristﬂ])Q - (rfg‘jrl —F [r{tﬁl])Q} = 0. X?z):
d.f.(2), and p(2) are the statistic, degrees of freedom, and p-value for the x? test that the variance errors, defined
as Er [(rf’tﬂ — Er [rftﬂ])? . (Tfﬁrl — Er [r{ﬁrl])?], are jointly zero. a.a.p.e.(2) is the average magnitude of the
variance errors in annual decimals. X?nv d.f.(1), and p(1) are the statistic, degrees of freedom, and p-value for the x*
test that the mean errors, defined in the same way as in Panel A, are jointly zero. a.a.p.e.(1) is the average magnitude
of the mean errors in annual percent. x?2, d.f., and p are the statistic, degrees of freedom, and p-value of the test that

both the mean and variance errors are jointly zero.

Panel A: Panel B:
Matching expected returns Matching expected returns and variances

SUE B/M CI SUE B/M CI

a 7.68 22.34 0.97 a 28.88 11.48 16.23
[ste] [2.35] [25.74] [0.42] [ste] [17.52] [4.30] [6.07]
! 0.32 0.50 0.21 o 0.61 0.35 0.36
[ste] [0.04] [0.29] [0.02] [ste] [0.27] [0.07] [0.09]
X2 6.57 7.65 13.94 X72) 9.18 14.20 13.08
d.f. 8 8 8 d.f.(2) 8 8 8
D 0.58 0.47 0.08 p(2) 0.33 0.08 0.11
a.a.p.e. 0.74 2.32 1.51 a.a.p.e.(2) 0.03 0.04 0.02
Xt 7.50 9.09 6.88

d.f.(1) 8 8 8

p(1) 0.48 0.33 0.55

a.a.p.e.(1) 3.45 2.58 2.22

x> 10.55 15.52 14.03

d.f. 18 18 18

D 0.91 0.63 0.73
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Table A12 : Euler Equation Errors, Window Length of One in the Standard Bartlett Kernel

Estimates and tests are from the one-stage GMM estimation an identity weighting matrix. We use a standard
Bartlett kernel with a window length of one to calculate the optimal weighting matrix when conducting inferences.
In Panel A the moments are F [rftH — r#‘_j_l] = 0. The mean errors are defined as e = Er [rftH — r#‘_j_l],
in which Er[] is the sample mean of the series in brackets. In Panel B the moment conditions are

E [rfwl — r#‘_j_l] =0and F [(rftﬂ —F [r§+1])2 — (rﬁ‘_j_l —F [T{zﬁJ)Q] = 0. The variance errors are defined as
632 = FEr [(rftﬂ — Er [rftﬂ])Q — (Tfﬁrl — Er [r{ﬁrl])Q]. The mean errors are defined as in Panel A. In the last
column we report the difference in the mean errors and the difference in the variance errors between the high and

low portfolios, and their ¢-statistics. Mean errors are in annual percent, and variance errors are in annual decimals.

Low 2 3 4 5 6 7 8 9 High H-L
Panel A: Euler equation errors from matching expected returns
Ten SUE portfolios

el 0.26 -1.72 —0.05 0.72 1.66 0.51 0.61 —1.25 —0.50 —0.15 —0.40
[t] [0.56] [—2.14] [-0.07] [0.99] [1.68] [0.58] [0.73] [-1.39] [-0.52] [-0.14] [-0.44]
Ten B/M portfolios
el —-3.94 —-3.20 —1.02 2.74 2.35 3.07 2.51 1.62 0.05 —2.73 1.21
[t] [-1.87] [-1.72] [-0.70] [1.75] [1.45] [1.30] [1.22] [0.56] [0.03] [-1.34] [0.75]
Ten CI portfolios
el —0.97 —2.711 —0.50 0.93 2.72 3.37 0.94 0.46 —1.02 —1.45 —0.49
[t]  [-0.62] [-2.58] [-0.60]  [1.01] [2.20] [2.94] [0.99]  [0.56] [-0.83] [-1.42] [-0.46]

Panel B: Euler equation errors from matching expected returns and variances

Ten SUE portfolios

efz —0.04 —0.04 0.01 —0.01 0.02 0.03 0.04 0.01 0.02 0.03 0.08
[f]  [-2.04] [-2.00]  [0.60] [-0.39] [1.18] [1.49] [1.84]  [0.66]  [0.79]  [1.66]  [2.13]
el —6.99 —6.50 —2.12 —1.62 2.60 1.79 2.27 1.48 3.75 5.38 12.37
] [-2.04] [-254] [-1.44] [-0.75] [1.62] [0.86] [1.29]  [0.77]  [L56]  [1.94]  [2.40]
Ten B/M portfolios
efz 0.10 0.07 0.06 0.01 0.01 0.02 0.01 —0.01 —0.02 —0.10 —0.20
[t [3.45] [2.84] [2.58] [0.61] [0.59] [0.88] [0.27] [-0.33] [-1.00] [-2.58] [—3.40]
el —6.46 —3.83 —2.11 —0.04 1.71 2.60 3.54 3.11 1.85 —0.58 5.89
[t [-214] [-1.62] [-0.93] [-0.02] [0.74] [1.13] [1.49]  [1.19]  [0.73] [-0.13]  [1.00]
Ten CI portfolios
6;'72 0.01 0.00 0.02 0.01 0.03 0.02 0.02 0.02 —0.02 —0.06 —0.07
[t (0.34] [-0.18]  [1.26]  [0.56] [1.64] [1.22] [0.84]  [1.01] [-0.98] [-2.01] [—1.41]
el 1.29 —2.51 —0.11 1.86 3.47 3.48 1.12 0.28 —2.82 —5.32 —6.60
1] (0.42] [-1.12] [-0.05]  [1.04] [1.93] [1.91] [0.75]  [0.16] [-1.11] [-1.49] [—1.31]
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Table A13 : Parameter Estimates and Tests of Overidentification, Window Length of Ten in
the Standard Bartlett Kernel

Estimates and tests are from the one-stage GMM estimation an identity weighting matrix. We use a standard
Bartlett kernel with a window length of ten to calculate the optimal weighting matrix when conducting inferences.
In Panel A the moment conditions are F [rf’tﬂ — rftlil] = 0. a is the adjustment cost parameter and « is capital’s
share. Their standard errors, denoted ste, are reported in brackets beneath the estimates. 2 is the statistic from the
second-stage GMM that the moment conditions are jointly zero. d.f. is the degrees of freedom, and p is the p-value
associated with the test. a.a.p.e. is the average absolute value of the model errors, Er [ristﬂ - rfg‘jrl], in which Er[]
is the sample mean of the series in brackets, in annual percent across a given set of testing portfolios. In Panel
B the moment conditions are E [rftﬂ - 7"#11] =0 and E [(rftﬂ —F [ristﬂ])Q - (rfg‘jrl —F [r{tﬁl])Q} = 0. X?z):
d.f.(2), and p(2) are the statistic, degrees of freedom, and p-value for the x? test that the variance errors, defined
as Er [(rf’tﬂ — Er [rftﬂ])? . (Tfﬁrl — Er [r{ﬁrl])?], are jointly zero. a.a.p.e.(2) is the average magnitude of the
variance errors in annual decimals. X?nv d.f.(1), and p(1) are the statistic, degrees of freedom, and p-value for the x*
test that the mean errors, defined in the same way as in Panel A, are jointly zero. a.a.p.e.(1) is the average magnitude
of the mean errors in annual percent. x?2, d.f., and p are the statistic, degrees of freedom, and p-value of the test that

both the mean and variance errors are jointly zero.

Panel A: Panel B:
Matching expected returns Matching expected returns and variances

SUE B/M CI SUE B/M CI

a 7.68 22.34 0.97 a 28.88 11.48 16.23
[ste] [1.51] [24.41] [0.30] [ste] [11.54] [4.24] 4.22]
e 0.32 0.50 0.21 e} 0.61 0.35 0.36
[ste] [0.03] [0.29] [0.01] [ste] [0.20] [0.06] [0.06]
X2 0.70 4.18 3.99 X72) 3.08 3.44 3.38
d.f. 8 8 8 d.f.(2) 8 8 8
P 1.00 0.84 0.86 p(2) 0.93 0.90 0.91
a.a.p.e. 0.74 2.32 1.51 a.a.p.e.(2) 0.03 0.04 0.02
X% 3.23 3.16 2.83

d.f.(1) 8 8 8

p(1) 0.92 0.92 0.95

a.a.p.e.(1) 3.45 2.58 2.22

x> 2.79 3.42 3.96

d.f. 18 18 18

D 1.00 1.00 1.00
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Table A14 : Euler Equation Errors, Window Length of Ten in the Standard Bartlett Kernel

Estimates and tests are from the one-stage GMM estimation an identity weighting matrix. We use a standard
Bartlett kernel with a window length of ten to calculate the optimal weighting matrix when conducting inferences.
In Panel A the moments are F [rftH — r#‘_j_l] = 0. The mean errors are defined as e = Er [rftH — r#‘_j_l],
in which Er[] is the sample mean of the series in brackets. In Panel B the moment conditions are

E [rfwl — r#‘_j_l] =0and F [(rftﬂ —F [r§+1])2 — (rﬁ‘_j_l —F [T{zﬁJ)Q] = 0. The variance errors are defined as
632 = FEr [(rftﬂ — Er [rftﬂ])Q — (Tfﬁrl — Er [r{ﬁrl])Q]. The mean errors are defined as in Panel A. In the last
column we report the difference in the mean errors and the difference in the variance errors between the high and

low portfolios, and their ¢-statistics. Mean errors are in annual percent, and variance errors are in annual decimals.

Low 2 3 4 5 6 7 8 9 High H-L

Panel A: Euler equation errors from matching expected returns

Ten SUE portfolios

el 0.26 -1.72 —0.05 0.72 1.66 0.51 0.61 —1.25 —0.50 —0.15 —0.40
[t] [0.82] [-1.53] [-0.12] [0.96] [1.43] [0.86] [0.90] [-1.07] [-0.59] [-0.20] [—0.49]
Ten B/M portfolios
el —-3.94 —-3.20 —1.02 2.74 2.35 3.07 2.51 1.62 0.05 —2.73 1.21
[f]  [-151 [-1.39] [-0.78]  [1.15] [1.34] [L16] [1.28]  [0.59]  [0.03] [-1.20]  [1.01]
Ten CI portfolios
el —0.97 —2.711 —0.50 0.93 2.72 3.37 0.94 0.46 —1.02 —1.45 —0.49
[t] [-0.50] [-1.60] [—0.59] [1.04] [1.58] [1.69] [0.76] [0.90] [-1.01] [-1.10] [-0.46]

Panel B: Euler equation errors from matching expected returns and variances

Ten SUE portfolios

efz —0.04 —0.04 0.01 —0.01 0.02 0.03 0.04 0.01 0.02 0.03 0.08
[t  [-1.65] [-1.57  [0.88] [-0.36] [0.85] [1.41] [1.43]  [0.95]  [0.69]  [1.34]  [1.52]
el —6.99 —6.50 —2.12 —1.62 2.60 1.79 2.27 1.48 3.75 5.38 12.37
[t] [-1.78] [-1.76] [-1.25] [-1.12] [1.66] [1.25] [1.73] [0.87] [1.53] [1.64] [1.80]
Ten B/M portfolios
efz 0.10 0.07 0.06 0.01 0.01 0.02 0.01 —0.01 —0.02 —0.10 —0.20
[t [1.83] [1.83] [1.73] [0.81] [0.47] [0.90] [0.31] [-0.47] [-1.36] [-1.69] [—1.83]
el —6.46 —3.83 —2.11 —0.04 1.71 2.60 3.54 3.11 1.85 —0.58 5.89
[f]  [-1.55] [-1.58] [-1.06] [-0.02] [0.91] [1.37] [1.65]  [1.40]  [1.27] [-0.14]  [0.98]
Ten CI portfolios
6;'72 0.01 0.00 0.02 0.01 0.03 0.02 0.02 0.02 —0.02 —0.06 —0.07
[t (034 [-0.15]  [1.09]  [0.51] [1.47] [L04] [0.67]  [1.06] [—146] [-1.42] [-1.11]
el 1.29 —2.51 —0.11 1.86 3.47 3.48 1.12 0.28 —2.82 —5.32 —6.60
[t] [0.63] [-1.57] [-0.10] [1.36] [1.66] [1.67] [0.97] [0.28] [-1.63] [-1.69] [-1.97]
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Table A15 : Parameter Estimates and Tests of Overidentification, An Alternative Measure of
Capital

Estimates and tests are from the one-stage GMM estimation an identity weighting matrix. We measure the capital
stock, K¢, as net property, plant, and equipment (Compustat annual item 7). In Panel A the moment conditions
are E [rf’tﬂ — rfﬁrl] = 0. a is the adjustment cost parameter and « is capital’s share. Their standard errors,
denoted ste, are reported in brackets beneath the estimates. x? is the statistic from the second-stage GMM
that the moment conditions are jointly zero. d.f. is the degrees of freedom, and p is the p-value associated with
the test. a.a.p.e. is the average absolute value of the model errors, Er [r;gtﬂ — 7"#11]7 in which Erp[] is the
sample mean of the series in brackets, in annual percent across a given set of testing portfolios. In Panel B
the moment conditions are E [ristﬂ - rfg‘jrl] = 0 and E [(rftﬂ - F [riﬂ])Q - (rﬁil - F [r{tﬁl])Q] = 0. X?z):
d.f.(2), and p(2) are the statistic, degrees of freedom, and p-value for the x? test that the variance errors, defined
as Er [(rf’tﬂ — Er [rftﬂ])? . (Tfﬁrl — Er [r{ﬁrl])?], are jointly zero. a.a.p.e.(2) is the average magnitude of the
variance errors in annual decimals. X?nv d.f.(1), and p(1) are the statistic, degrees of freedom, and p-value for the x*
test that the mean errors, defined in the same way as in Panel A, are jointly zero. a.a.p.e.(1) is the average magnitude
of the mean errors in annual percent. x?2, d.f., and p are the statistic, degrees of freedom, and p-value of the test that

both the mean and variance errors are jointly zero.

Panel A: Panel B:
Matching expected returns Matching expected returns and variances

SUE B/M CI SUE B/M CI

a 3.68 8.21 0.41 a 13.32 5.58 8.10
[ste] [0.92] [7.88] [0.16] [ste] [7.05] [2.27] [2.48]
«@ 0.20 0.26 0.14 e 0.34 0.22 0.23
[ste] [0.02] [0.10] [0.01] [ste] [0.13] [0.04] [0.04]
X2 3.94 6.33 6.20 X72) 4.99 6.25 5.05
d.f. 8 8 8 d.f.(2) 8 8 8
D 0.86 0.61 0.63 p(2) 0.76 0.62 0.75
a.a.p.e. 0.67 2.48 1.46 a.a.p.e.(2) 0.03 0.04 0.02
X% 5.24 511 6.00

d.f.(1) 8 8 8

p(1) 0.73 0.75 0.65

a.a.p.e.(1) 3.35 3.08 2.45

X2 6.28 6.80 6.09

d.f. 18 18 18

D 1.00 0.99 1.00
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Table A16 : Euler Equation Errors, An Alternative Measure of Capital

Estimates and tests are from the one-stage GMM estimation an identity weighting matrix. =~ We measure
In Panel A the

moments are E[rfwl —rﬁ‘jrl] = 0. The mean errors are defined as e! = Er [r;gt_,_l —r#‘_j_l], in which Ep[]

the capital stock, Kj:, as net property, plant, and equipment (Compustat annual item 7).

is the sample mean of the series in brackets. In Panel B the moment conditions are E [riH — rfﬁrl]
2 2

0 and B [(rf - E[rin))’ - (k5 - B[r)?] = o

Er [(riH — Er [r§+1])2 — (rfﬁrl — Er [rftlil]f] . The mean errors are defined as in Panel A. In the last column we

report the difference in the mean errors and the difference in the variance errors between the high and low portfolios,

. 2
The variance errors are defined as ef =

and their t-statistics. Mean errors are in annual percent, and variance errors are in annual decimals.

Low 2 3 4 5 6 7 8 9 High H-L
Panel A: Euler equation errors from matching expected returns

Ten SUE portfolios
el 0.09 —1.47 0.24 0.52 1.50 0.61 0.41 —1.19 —0.50 —0.18 —-0.27
[t] [0.21] [-1.63] [0.30] [0.72] [1.50] [0.79] [0.65] [-1.07] [-0.55] [—0.18] [—0.28]

Ten B/M portfolios
el —-3.99 —-3.24 —0.82 2.81 2.55 3.47 2.72 1.79 —0.58 —2.85 1.14
[t] [-1.92] [-1.64] [-0.54] [1.53] [1.52] [1.25] [1.3§] [0.64] [-0.32] [-1.27] [0.59]

Ten CI portfolios
el 0.81 -3.39 —1.28 0.04 2.53 3.54 0.83 0.14 —1.25 —0.80 —1.60
[t] [0.38] [—2.02] [—1.46] [0.04] [1.39] [1.85] [0.55] [0.23] [-1.00] [-0.59] [-1.13]
Panel B: Euler equation errors from matching expected returns and variances

Ten SUE portfolios
62-72 —0.05 —0.03 0.00 0.01 0.01 0.03 0.04 0.03 0.03 0.02 0.08
[t] [-1.80] [-1.82] [-0.17] [0.34] [0.86] [1.61] [1.53] [1.79] [1.46] [0.91] [1.56]
el —6.95 —6.60 —2.16 —1.22 2.81 1.53 2.10 1.48 3.91 4.77 11.72
t] [-2.25] [-2.27] [-1.49] [-0.89] [1.99] [1.14] [1.67] [0.82] [1.79] [1.97] [2.57]

Ten B/M portfolios
632 0.10 0.07 0.06 0.00 0.00 0.02 0.03 —0.02 —0.01 —0.11 —0.21
t] [2.29] [1.93] [2.07] [0.11] [0.11] [0.87] [0.91] [-0.57] [-0.74] [-2.01] [-2.37]
el —6.90 —4.69 —3.28 —0.56 2.05 2.84 3.53 3.77 2.91 0.26 7.16
t] [-2.03] [-1.92] [-1.41] [-0.29] [0.99] [1.27]  [1.80] [1.66] [1.57] [0.06] [1.17]

Ten CI portfolios
e7 0.05 —0.01 0.01 —0.01 —0.01 —0.01 0.01 0.02 —0.02 —0.04 —0.09
[t] [1.63] [-0.73] [0.37] [-0.28] [-0.20] [-0.35] [0.65] [1.33] [-1.17] [-1.46] [-1.74]
el 3.37 —2.30 —0.49 1.40 3.64 3.10 1.15 —-0.47 —3.65 —4.92 —8.29
t] [1.21] [-1.43] [-0.36] [0.83] [1.71] [1.62] [0.82] [-0.36] [-1.85] [—1.99] [—2.24]
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Table A17 : Parameter Estimates and Tests of Overidentification, An Alternative Measure of
Investment

Estimates and tests are from the one-stage GMM estimation an identity weighting matrix. We measure investment,
I, as capital expenditures (Compustat annual item 128). In Panel A the moment conditions are F [ristﬂ — rfg‘jrl] =0.
a is the adjustment cost parameter and « is capital’s share. Their standard errors, denoted ste, are reported in
brackets beneath the estimates. x? is the statistic from the second-stage GMM that the moment conditions are
jointly zero. d.f. is the degrees of freedom, and p is the p-value associated with the test. a.a.p.e. is the average
absolute value of the model errors, Er [rf’tﬂ — rftlil], in which Er[-] is the sample mean of the series in brackets, in
annual percent across a given set of testing portfolios. In Panel B the moment conditions are E [r;gtﬂ - rﬁ‘jrl] =0
and F [(rf’tﬂ - F [rftﬂ])Q - (Tfﬁrl - F [rftlil])Q] =0. X?Q), d.f.(2), and p(2) are the statistic, degrees of freedom,

and p-value for the x? test that the variance errors, defined as Er [(rftH — Er [rﬁ+1])2 - (rﬁ‘_j_l — Er [rﬁ‘_j_l])Q],

are jointly zero. a.a.p.e.(2) is the average magnitude of the variance errors in annual decimals. X?D’ d.f.(1), and p(1)
are the statistic, degrees of freedom, and p-value for the x? test that the mean errors, defined in the same way as in
Panel A, are jointly zero. a.a.p.e.(1) is the average magnitude of the mean errors in annual percent. x2, d.f., and p

are the statistic, degrees of freedom, and p-value of the test that both the mean and variance errors are jointly zero.

Panel A: Panel B:
Matching expected returns Matching expected returns and variances

SUE B/M CI SUE B/M CI

a 8.50 47.10 1.01 a 27.42 11.50 16.94
[ste] [1.84] [93.66] [0.29] [ste] [16.54] [5.10] [6.67]
e 0.34 0.84 0.21 e 0.60 0.35 0.38
[ste] [0.04] [1.19] [0.02] [ste] [0.28] [0.08] [0.09]
X 4.86 5.78 6.56 X{2) 4.56 6.09 6.40
d.f. 8 8 8 d.f.(2) 8 8 8
D 0.77 0.67 0.59 p(2) 0.80 0.64 0.60
a.a.p.e. 0.76 1.99 1.50 a.a.p.e.(2) 0.02 0.04 0.02
X0 5.22 4.48 4.74

d.f.(1) 8 8 8

p(1) 0.73 0.81 0.79

a.a.p.e.(1) 3.39 2.50 2.16

x> 5.12 6.22 22.61

d.f. 18 18 18

p 1.00 1.00 0.21
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Table A18 : Euler Equation Errors, An Alternative Measure of Investment

Estimates and tests are from the one-stage GMM estimation an identity weighting matrix. We measure investment,
I;:, as capital expenditures (Compustat annual item 128). In Panel A the moments are F [r§+1 — r{,}j_l] = 0. The
mean errors are defined as ef = Er [rftﬂ — rfg‘jrl], in which Er[] is the sample mean of the series in brackets. In
Panel B the moment conditions are F [r;gt_,_l — r#‘_j_l] =0and F [(rﬁﬂ —F [r§+1])2 — (rﬁ‘jrl —F [7"#‘-)»-1])2} =0.
The variance errors are defined as 632 = Er [(riH — Er [riﬂ])? . (Tfﬁrl — Er [rzftlil])?], The mean errors are
defined as in Panel A. In the last column we report the difference in the mean errors and the difference in the variance
errors between the high and low portfolios, and their ¢-statistics. Mean errors are in annual percent, and variance

errors are in annual decimals.

Low 2 3 4 5 6 7 8 9 High H-L
Panel A: Euler equation errors from matching expected returns

Ten SUE portfolios

el 0.18 —1.66 —0.04 0.49 1.72 0.79 0.65 —1.57 —0.40 —0.10 —0.28
[t (0.46] [-1.87] [-0.04]  [0.76] [L.74] [1.04] [1.22] [-1.33] [-0.49] [-0.11] [—0.30]
Ten B/M portfolios
el —3.06 —2.60 0.05 2.06 1.29 2.22 2.72 2.47 —0.47 —2.95 0.12
[t]  [-164] [-1.34  [0.04  [1.25 [0.66] [0.73] [1.29]  [0.93] [-0.21] [-1.19]  [0.07]
Ten CI portfolios
el —0.91 —2.71 —0.59 0.87 2.75 3.35 0.94 0.44 —0.93 —1.46 —0.55
[t]  [-048] [-1.95] [-0.72]  [0.90] [1.77] [221] [0.76]  [0.74] [—0.84] [~1.24] [—0.45]

Panel B: Euler equation errors from matching expected returns and variances

Ten SUE portfolios

e;’? —0.04 —0.04 0.01 0.00 0.02 0.02 0.02 0.02 0.01 0.04 0.08
) [-1.86] [-1.94  [0.79] [-0.15] [0.96] [1.05] [1.04]  ([L13]  [0.25]  [1.58]  [1.76]
el —7.09 —6.40 —-191 —1.56 2.61 1.75 2.13 1.72 3.45 5.28 12.37
) [-2.23] [-2.26] [-1.33] [-1.03] [1.91] [L12] [1.68]  [1.00]  [1.66]  [2.01]  [2.50]
Ten B/M portfolios
62-72 0.10 0.07 0.06 0.01 0.01 0.02 0.01 —0.01 —0.02 —0.10 —0.20
t] [1.83] [1.83] [1.73] [0.81] [0.47] [0.90] [0.31] [-0.47] [-1.36] [-1.69] [-1.83]
el —6.46 —3.83 —2.11 —0.04 1.71 2.60 3.54 3.11 1.85 —0.58 5.89
] [-1.55] [-1.58] [-1.06] [-0.02] [0.91] [1.37] [165]  [L40]  [1.27] [-0.14]  [0.98]
Ten CI portfolios
ey 0.01 0.01 0.03 0.02 0.02 0.01 0.01 0.02 —0.03 —0.06 —0.07
[t] (0.32]  [0.63]  [1.49]  [0.79] [0.79] [0.50] [0.61]  [1.16] [-1.94] [-1.83] [-1.44]
el 1.69 —2.09 0.02 1.96 3.22 3.17 0.96 0.10 -3.13 —5.28 —6.98
1] (0.62] [-1.49]  [0.02]  [1.23] [1.85] [1.73] [0.77]  [0.09] [-1.63] [-2.00] [—2.00]
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Table A19 : Parameter Estimates and Tests of Overidentification, Time-Invariant Tax Rates

Estimates and tests are from the one-stage GMM estimation an identity weighting matrix. We measure the
corporate tax rate, T¢+1, as its sample mean of 42.3% from 1963 to 2005. In Panel A the moment conditions
are F [riSHl — rfg‘jrl] = 0. a is the adjustment cost parameter and « is capital’s share. Their standard errors,
denoted ste, are reported in brackets beneath the estimates. x? is the statistic from the second-stage GMM
that the moment conditions are jointly zero. d.f. is the degrees of freedom, and p is the p-value associated with
the test. a.a.p.e. is the average absolute value of the model errors, Er [rftH — rﬁ‘_j_l], in which Erp[] is the
sample mean of the series in brackets, in annual percent across a given set of testing portfolios. In Panel B
the moment conditions are F [rfwl — rﬁ‘jrl] =0 and FE [(rftH —F [rﬁ+1])2 — (rﬁ‘_j_l —F [rﬁ‘jrl])Q] = 0. Xé),
d.f.(2), and p(2) are the statistic, degrees of freedom, and p-value for the x? test that the variance errors, defined
as Er [(rﬁﬂ — Er [r§+1])2 — (rﬁ‘jrl — Er [r{ﬁrl])Q , are jointly zero. a.a.p.e.(2) is the average magnitude of the
variance errors in annual decimals. X?D’ d.f.(1), and p(1) are the statistic, degrees of freedom, and p-value for the x>
test that the mean errors, defined in the same way as in Panel A, are jointly zero. a.a.p.e.(1) is the average magnitude
of the mean errors in annual percent. x2, d.f., and p are the statistic, degrees of freedom, and p-value of the test that

both the mean and variance errors are jointly zero.

Panel A: Panel B:
Matching expected returns Matching expected returns and variances

SUE B/M CI SUE B/M CI

a 3.52 10.31 0.44 a 12.44 5.17 7.09
[ste] [0.80] [11.76] [0.12] [ste] [6.95] [2.13] [2.40]
e 0.29 0.44 0.17 e 0.52 0.30 0.31
[ste] [0.03] [0.29] [0.02] [ste] [0.22] [0.06] [0.06]
x> 4.32 5.79 6.57 X{(2) 5.12 6.22 6.05
d.f. 8 8 8 d.f.(2) 8 8 8
p 0.83 0.67 0.58 p(2) 0.75 0.62 0.64
a.a.p.e. 0.75 2.27 1.59 a.a.p.e.(2) 0.02 0.04 0.02
X1 5.33 4.41 4.91

d.f.(1) 8 8 8

p(1) 0.72 0.82 0.77

a.a.p.e.(1) 3.46 2.63 2.26

x> 97.96 6.17 6.45

d.f. 18 18 18

D 0.00 1.00 0.99
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Table A20 : Euler Equation Errors, Time-Invariant Tax Rates

Estimates and tests are from the one-stage GMM estimation an identity weighting matrix. We measure the corporate
tax rate, 7441, as its sample mean of 42.3% from 1963 to 2005. In Panel A the moments are E [rng — r{,}j_l] =0.
The mean errors are defined as e! = Ep [ristﬂ - rfg‘jrl], in which Er[] is the sample mean of the series in brackets.

In Panel B the moment conditions are E [rfwl — rﬁ‘jrl] =0and FE [(rft_,_l —F [r§+1])2 — (rﬁ‘_j_l —F [rﬁ‘jrl])Q] =0.

2
The variance errors are defined as e = Er [(riH — Er [riﬂ])? . (Tfﬁrl — Er [rzftlil])?], The mean errors are
defined as in Panel A. In the last column we report the difference in the mean errors and the difference in the variance
errors between the high and low portfolios, and their ¢-statistics. Mean errors are in annual percent, and variance

errors are in annual decimals.

Low 2 3 4 5 6 7 8 9 High H-L
Panel A: Euler equation errors from matching expected returns

Ten SUE portfolios

el 0.31 —1.75 —0.12 0.72 1.64 0.53 0.61 —1.24 —0.52 —0.09 —0.40
[t] [0.76] [-1.79] [-0.15] [0.96] [1.66] [0.74] [1.08] [-1.13] [-0.63] [-0.09] [—0.40]
Ten B/M portfolios
el —-3.90 —3.32 —-0.97 2.64 2.27 2.90 2.41 1.75 —0.07 —2.50 1.40
[t] [-173] [-142] [-0.63]  [1.33] [1.36] [1.04] [1.25]  [0.64] [-0.04] [-1.30]  [0.89]
Ten CI portfolios
el —1.17 —2.66 —0.48 1.03 2.85 3.55 1.02 0.49 —1.04 —1.58 —0.41
[t] [-0.68] [-1.98] [—0.59] [1.08] [1.80] [2.32] [0.85] [0.83] [-0.99] [-1.47] [-0.37]

Panel B: Euler equation errors from matching expected returns and variances

Ten SUE portfolios

e;’? —0.04 —0.04 0.00 —0.01 0.02 0.03 0.04 0.01 0.02 0.04 0.08
) [-1.93 [-1.91]  [0.36] [-0.46] [0.81] [1.40] [1.65]  [L05]  [0.82]  [1.61]  [1.87]
el —6.89 —6.53 —2.17 —1.58 2.62 1.85 2.27 1.53 3.77 5.40 12.29
] [-2.23] [-2.28] [-154] [-1.05] [1.92] [1.37] [1.84]  [0.85]  [1.75]  [2.02]  [2.51]
Ten B/M portfolios
62-72 0.10 0.07 0.06 0.01 0.01 0.02 0.01 —0.01 —0.03 —0.10 -0.19
t] [2.36] [2.18] [2.08] [0.52] [0.51] [0.80] [0.36] [-0.26] [-1.39] [-1.88] [—2.35]
el —6.54 —4.11 —2.21 —0.34 1.57 2.48 3.38 3.28 1.93 —0.44 6.10
] [-1.90] [-1.79] [-1.06] [-0.18] [0.89] [1.24] [L71]  [1.52]  [L.16] [-0.12]  [1.14]
Ten CI portfolios
ey 0.00 0.00 0.02 0.01 0.04 0.02 0.02 0.02 —0.02 —0.06 —0.06
[t] [0.11]  [0.02]  [0.91]  [0.56] [1.44] [1.33] [0.89]  [1.05] [-1.36] [-1.70] [-1.15]
el 1.11 —2.42 —0.16 1.99 3.67 3.67 1.23 0.24 —2.82 —5.27 —6.38
1] (0.45] [-1.53] [-0.13]  [1.20] [2.02] [1.89] [0.98]  [0.18] [-1.56] [-1.99] [-2.04]
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Table A21 : Parameter Estimates and Tests of Overidentification, Portfolio-Specific Tax
Rates

Estimates and tests are from the one-stage GMM estimation an identity weighting matrix. To measure the portfolio-
specific corporate tax rate, Ti+1, we first construct firm-specific tax rates using the trichotomous variable approach
of Graham (1996), and then take the value-weighted tax rates across all firms within a given portfolio 7. In Panel
A the moment conditions are E [riH — rfﬁrl] = 0. a is the adjustment cost parameter and « is capital’s share.
Their standard errors, denoted ste, are reported in brackets beneath the estimates. x? is the statistic from the
second-stage GMM that the moment conditions are jointly zero. d.f. is the degrees of freedom, and p is the p-value
associated with the test. a.a.p.e. is the average absolute value of the model errors, Er [rftﬂ - rﬁ‘jrl], in which E7[]
is the sample mean of the series in brackets, in annual percent across a given set of testing portfolios. In Panel
B the moment conditions are F [rftH — rﬁ‘_j_l] =0and FE [(rftH —F [r§+1])2 — (rﬁ‘jrl —F [r{tﬁl])ﬂ = 0. X?Q),
d.f.(2), and p(2) are the statistic, degrees of freedom, and p-value for the x? test that the variance errors, defined
as Er [(rftJrl — Er [rftJrl])Q — (rfg‘jrl — Er [7’511])2]7 are jointly zero. a.a.p.e.(2) is the average magnitude of the
variance errors in annual decimals. X?D’ d.f.(1), and p(1) are the statistic, degrees of freedom, and p-value for the x>
test that the mean errors, defined in the same way as in Panel A, are jointly zero. a.a.p.e.(1) is the average magnitude
of the mean errors in annual percent. x2, d.f., and p are the statistic, degrees of freedom, and p-value of the test that

both the mean and variance errors are jointly zero.

Panel A: Panel B:
Matching expected returns Matching expected returns and variances

SUE B/M CI SUE B/M CI

a 8.22 15.48 0.85 a 27.57 10.86 15.57
[ste] [1.79] [17.35] [0.30] [ste] [15.50] [4.50] [5.39]
e 0.31 0.38 0.19 e 0.54 0.31 0.32
[ste] [0.03] [0.19] [0.02] [ste] [0.23] [0.06] [0.07]
X 4.56 6.41 6.60 X2 5.17 6.11 5.78
d.f. 8 8 8 d.f.(2) 8 8 8
D 0.80 0.60 0.58 p(2) 0.74 0.64 0.67
a.a.p.e. 0.73 2.44 1.99 a.a.p.e.(2) 0.03 0.04 0.02
X0 5.25 4.28 5.01

d.f.(1) 8 8 8

p(1) 0.73 0.83 0.76

a.a.p.e.(1) 3.58 2.62 2.43

X 5.35 6.15 7.22

d.f. 18 18 18

p 1.00 1.00 0.99
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Table A22 : Euler Equation Errors, Portfolio-Specific Tax Rates
Estimates and tests are from the one-stage GMM estimation an identity weighting matrix. To measure the
portfolio-specific corporate tax rate, T;L+1, we first construct firm-specific tax rates using the trichotomous
variable approach of Graham (1996), and then take the value-weighted tax rates across all firms within a

given portfolio 2. In Panel A the moments are E [riH fr{,}j_l] = 0. The mean errors are defined as e! =

Er [ristﬂ - rfg‘jrl], in which Er[] is the sample mean of the series in brackets. In Panel B the moment conditions
2
are F [rﬁﬂ - r{,}j_l] =0and F [(rﬁﬂ - F [ri+1]) — (r{{“ﬁrl

as e§72 =Er [(riH — Er [riﬂ])Q

column we report the difference in the mean errors and the difference in the variance errors between the high and

- F [r{,ﬂ_l])Q] = 0. The variance errors are defined

_ (rftlil — Er [rftlil])Q]. The mean errors are defined as in Panel A. In the last

low portfolios, and their ¢-statistics. Mean errors are in annual percent, and variance errors are in annual decimals.

Low 2 3 4 5 6 7 8 9 High H-L
Panel A: Euler equation errors from matching expected returns

Ten SUE portfolios
el 0.25 —1.58 —0.13 0.58 1.46 0.58 0.73 —1.20 —0.71 0.08 —0.17
[t] [0.61] [-176] [-0.16]  [0.80] [1.64] [0.76] [1.22] [-1.10] [-0.82]  [0.08] [—0.18]

Ten B/M portfolios
el —4.13 —2.97 —-0.77 2.52 2.27 3.26 2.95 2.18 —0.16 —-3.13 1.00
[t] [-1.85] [-1.37] [-0.58]  [1.30] [1.43] [1.26] [1.54]  [0.82] [-0.12] [-1.56]  [0.69]

Ten CI portfolios
el —1.93 —3.17 —0.15 1.46 3.35 4.09 1.52 1.03 —0.80 —2.38 —0.45
[t]  [-0.96] [-1.94] [-0.19]  [1.37] [1.91] [2.34] [1.10]  [1.53] [~0.70] [-1.76] [—0.36]
Panel B: Euler equation errors from matching expected returns and variances

Ten SUE portfolios
ey —0.05 —0.04 0.01 —0.01 0.02 0.03 0.04 0.01 0.01 0.03 0.08
[t] [-1.96] [-1.92] [0.59] [-0.49] [1.04] [1.67] [1.70] [0.90] [0.67] [1.60] [1.90]
el —7.21 —6.49 —2.21 —-1.77 2.47 1.97 2.52 1.72 3.74 5.69 12.89
] [-225 [-2.28] [~1.51] [—1.14] [1.90] [1.40] [1.94]  [0.96]  [L74]  [2.04]  [2.50]

Ten B/M portfolios
672 0.10 0.08 0.06 0.02 0.02 0.02 0.01 —0.01 —0.02 —0.11 —0.21
[t] [2.34]  [2.24]  [210]  [0.74] [0.64] [0.97] [0.34] [-0.31] [-1.08] [-2.04] [-2.41]
el —6.03 -3.30 —1.45 0.30 1.86 2.95 3.79 3.45 1.42 —1.64 4.38
t] [-1.80] [-1.50] [-0.71] [0.16] [0.97] [1.35] [1.82] [1.52] [0.87] [-0.40] [0.79]

Ten CI portfolios

632 0.01 0.00 0.02 0.01 0.03 0.02 0.02 0.02 —0.02 —0.07 —0.08
[t] (0.39] [-0.10]  [L15]  [0.55] [1.36] [1.16] [0.75]  [1.12] [~1.07] [-1.90] [—1.48]
ef 0.10 —2.94 0.22 2.29 4.04 4.14 1.66 0.89 —2.40 —5.66 —5.77
1] [0.04] [-1.69]  [0.17]  [1.37] [2.08] [1.98] [1.21]  [0.65] [-1.36] [-1.99] [—1.92]
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Figure A1l : Average Predicted Stock Returns versus Average Realized Stock Returns, The
g-theory Model, Second-Stage GMM
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Figure A2 : Predicted Stock Return Volatilities versus Realized Stock Return Volatilities,
Average Predicted Stock Returns versus Average Realized Stock Returns, The ¢-theory
Model, Matching Both Expected Returns and Variances, Second-Stage GMM
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Figure A3 : Average Predicted Stock Returns versus Average Realized Stock Returns, The

g-theory Model, The Market Value of Debt per the Bernanke and Campbell (1988)
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Figure A4 : Predicted Stock Return Volatilities versus Realized Stock Return Volatilities,
Average Predicted Stock Returns versus Average Realized Stock Returns, The ¢-theory
Model, Matching Both Expected Returns and Variances, The Market Value of Debt per the

Bernanke and Campbell (1988) Algorithm
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Figure A5 : Average Predicted Stock Returns versus Average Realized Stock Returns, The
g-theory Model, Value-Weighted Returns
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Figure A6 : Predicted Stock Return Volatilities versus Realized Stock Return Volatilities,
Average Predicted Stock Returns versus Average Realized Stock Returns, The ¢-theory

Model, Matching Both Expected Returns and Variances, Value-Weighted Returns
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Figure A7 : Average Predicted Stock Returns versus Average Realized Stock Returns, The
g-theory Model, An Alternative Measure of Capital
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Figure A8 : Predicted Stock Return Volatilities versus Realized Stock Return Volatilities,
Average Predicted Stock Returns versus Average Realized Stock Returns, The ¢-theory
Model, Matching Both Expected Returns and Variances, An Alternative Measure of Capital
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Figure A9 : Average Predicted Stock Returns versus Average Realized Stock Returns, The
g-theory Model, An Alternative Measure of Investment
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Figure A10 : Predicted Stock Return Volatilities versus Realized Stock Return Volatilities,
Average Predicted Stock Returns versus Average Realized Stock Returns, The ¢-theory

Model, Matching Both Expected Returns and Variances, An Alternative Measure of

Investment
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Figure A1l : Average Predicted Stock Returns versus Average Realized Stock Returns, The
g-theory Model, Time-Invariant Tax Rates
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Figure A12 : Predicted Stock Return Volatilities versus Realized Stock Return Volatilities,
Average Predicted Stock Returns versus Average Realized Stock Returns, The ¢-theory
Model, Matching Both Expected Returns and Variances, Time-Invariant Tax Rates
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Figure A13 : Average Predicted Stock Returns versus Average Realized Stock Returns, The
g-theory Model, Time-Invariant Tax Rates
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Figure A14 : Predicted Stock Return Volatilities versus Realized Stock Return Volatilities,
Average Predicted Stock Returns versus Average Realized Stock Returns, The ¢-theory
Model, Matching Both Expected Returns and Variances, Time-Invariant Tax Rates
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