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IA.1 Notation

Symbol Description

t Generic current date

T Generic future date

Sy Market index value at date ¢

Ryrir Gross market return from date ¢ to T (Note: Rar¢—7 = S7/5%)

Ryisr Risk-free rate from date ¢t to T’

Cir [K] Call price at date ¢ with expiration at date 1" and strike price K

P, 1 [K] Put price at date t with expiration at date T and strike price K

* Denotes the risk-neutral measure; for instance, VAR* denotes risk-neutral variance.

Ef [] Expectation at time ¢ under the risk-neutral measure

E; [1] Expectation at time ¢ under the physical measure

P} [B] Risk-neutral probability at time ¢ of event B occurring at time T’

P, [B] Physical probability at time ¢ of event B occurring at time T’

A Set describing regions of the gross market return space with s € {d, ¢, u} (see Equations
4,5, and 6); note that A= A3 U A, U A,

L4, Indicator function for gross market return inclusion in set Ag

x Threshold in gross market return space for computing downside truncated moments (see
Equation 4); we set = 0.9 for all empirical results

T Threshold in gross market return space for computing upside truncated moments (see
Equation 6); we set T = 1.1 for all empirical results

T Points in gross market return space around which Taylor expansions are taken and at
which preference parameters are estimated; s € {d, ¢, u} (see Equations 4, 5, and 6); we
set g = 0.85, x. = 1, and x,, = 1.15 for all empirical results

T (xs) Risk tolerance evaluated at =5 (see Equation 14)

p(zs) Skewness tolerance evaluated at x5 (see Equation 15)

K (xs) Kurtosis tolerance evaluated at x5 (see Equation 16)

Oy (xs) Parameters related to utility function derivatives (see Equation 12)

At (zs,k,7)  Function of preference parameters defined in Equation 26

M;'k,(ti)T [As]  Shorthand for Ef [(R; -7 — Ry—7)" 14,] (see Equation 20)

MZ(»Z)_)T [As]  Shorthand for E; [(R; 17 — Rp—7)" 1a,] (see Equation 21)

RIP’gi)T [As] Shorthand for the risk premia defined in Equation 29

U ((Wr) Generic representative investor utility function evaluated at investor wealth, Wp

M, 7 Stochastic discount factor realization over the time period from ¢ to T’

i Risk quantity associated with R]P’EI_ZT [As] (see Proposition 4)

0:3\4, < Risk price associated with RPgﬂT [As] (see Proposition 4)

Wi, M, Component of risk price associated with risk premium on %H A, (see Proposition 4)

o2, Component of risk price associated with probability risk (see Proposition 4)
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IA.2 Model-Implied Market Risk Premium Decompositions: A
More Detailed Summary

In this section, we provide a more in-depth summary of the model-implied market risk premium
decompositions by model and compare them to the data-implied decomposition. We relegate these
details to the Internet Appendix for the sake of brevity in the main text.

TA.2.1 Long Run Risk Models

In this subsection, we consider the class of models in which the representative agent has recursive
preferences as in Epstein and Zin (1989). Specifically, we estimate our decomposition for models in
Bansal and Yaron (2004), Bansal, Kiku, and Yaron (2012), and Drechsler and Yaron (2011).%8

TA.2.1.1 Bansal and Yaron (2004) and Bansal, Kiku, and Yaron (2012)

Bansal and Yaron (2004) propose an economic mechanism that relies on long-run risk to explain
key stylized empirical asset pricing facts. Bansal, Kiku, and Yaron (2012) extend the Bansal and
Yaron (2004) model by allowing consumption shocks to affect the dividend process.*” Both models

include two state variables (z; and ¢?), so we use log (P;/E;) and M:(jr} to extract implied state
variables at each date for both models (independently) using Result TA.1. We use Results [A.2 and
TA.3 to compute the implied physical and risk-neutral moments, respectively. See Internet Appendix
TA.8.5.1 for additional details.

Panels (a) and (d) ((b) and (e)) in Figure 3 plot the risk premium decompositions for the Bansal
and Yaron (2004) (Bansal, Kiku, and Yaron, 2012) model. Compared to the data-implied 30-day
horizon decompositions (Figure 2, Panels (a) and (d)), both the Bansal and Yaron (2004) and
Bansal, Kiku, and Yaron (2012) decompositions imply that the central risk premium comprises a
larger fraction of the overall risk premium than in the data-implied decomposition. Consequently,
the upside and downside risk premia implied by these models comprise a smaller fraction of the
overall risk premium than in the data-implied decomposition. The discrepancies are a consequence of
the fact that these models are conditionally log-normal and therefore do not often generate realized
returns in regions of the return space for which we define downside and upside risk. Interestingly,
the unconditional contribution of downside and upside risk is not (effectively) zero, as implied by
the unconditional models and documented by Beason and Schreindorfer (2022). This is related to
the fact that our state variables are more volatile than those implied by the calibrated state variable
processes in each of these models, which occasionally widens the return distribution enough so that
the downside and upside risk premia contribute to the overall risk premium in a non-negligible
manner.*’

Table 4 provides summary statistics for these market risk premium decompositions. The av-
erage total risk premia implied by the data for Bansal and Yaron (2004) and Bansal, Kiku, and

38We also report results for Bollerslev, Tauchen, and Zhou (2009) in Internet Appendix IA.8.5.2, but leave them
out of the main text due to the fact that this model is known to generate implausible risk premia (see, for instance,
Bekaert, Engstrom, and Ermolov (2023) for further documentation of this fact).

39The model in Bansal, Kiku, and Yaron (2012) was designed to highlight important differences in the asset pricing
implications of the long run risk model relative to the habit formation model in Campbell and Cochrane (1999).

497t is also interesting to note that the upside risk premium is larger in magnitude than the downside risk premium.
If we were concerned with the risk premium on log-returns, we would expect the downside and upside risk premia to
be symmetric. However, since we use simple returns this induces positive skewness in the simple return distribution
relative to the log return distribution, causing the upside risk premium to be larger in magnitude than the downside
risk premium in these models. This is counterfactual to what we observe in the data.
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Yaron (2012) are 5.66% and 6.75%, respectively, which are similar to model-implied values based
on simulation (5.55% and 6.67%, respectively).*! The conditional means of the risk premium de-
composition measures imply that all components of the risk premium are increasing with market
volatility, which is what we observe in the data. However, as implied by the risk premium plots,
the central risk premium comprises the majority of the total risk premium in both models, which
is inconsistent with observations from the data-implied decomposition.

Table 5 provides the average differences between the data-implied market risk premia and those
implied by Bansal and Yaron (2004) and Bansal, Kiku, and Yaron (2012). The data-implied total,
downside, and upside risk premia are significantly larger than those implied by the models. The
data-implied central risk premium is significantly lower than that implied by the models.

TA.2.1.2 Drechsler and Yaron (2011)

Drechsler and Yaron (2011) extend the Bansal and Yaron (2004) model by allowing for jumps
in both consumption growth and its volatility. Doing so allows them to better match the mean,
volatility, skewness, and kurtosis of consumption growth and stock market returns observed in the
data. Their model also generates a variance risk premium that forecasts market excess returns,
which is a key stylized fact in the data. The model includes three state variables (z;, 72 and ¢7), so

we use log (P;/Ey), M:(_?)T, and M:S’)T to extract implied state variables at each date using Result
TA.7. We use Results 1A.8 and TA.9 to compute the implied physical and risk-neutral moments,
respectively. See Internet Appendix [A.8.5.3 for additional details.

Panels (c), and (f) in Figure 3 plot the market risk premium decompositions. The downside risk
premium is typically a large contributor to the total risk premium. However, during periods of low
volatility the central risk premium becomes the dominant contributor to the total risk premium.

Table 4 provides summary statistics for the market risk premium decomposition. Condition-
ally, the average the downside market risk premium increases in magnitude as risk-neutral volatil-
ity increases, similar to the data-implied results. Table 5 provides the average difference between
the data-implied risk premia and those implied by the Drechsler and Yaron (2011) model, and
shows that the contributions of the downside/central/upside market risk premia are significantly
lower /higher /higher than those implied by the data.

IA.2.2 Habit Formation Models: Bekaert, Engstrom, and Ermolov (2023)

Bekaert, Engstrom, and Ermolov (2023) and Bekaert and Engstrom (2017) develop a new class
of habit formation models that aim to better capture features of macroeconomic variables.*”> The
Bekaert and Engstrom (2017) model requires a computationally intensive numerical solution pro-
cedure, but Bekaert, Engstrom, and Ermolov (2023) propose a more tractable version of the model
that is able to explain key stylized asset pricing facts while retaining the desirable features of the
consumption growth distribution featured in Bekaert and Engstrom (2017). We therefore focus on
the habit formation model from Bekaert, Engstrom, and Ermolov (2023) in our analysis.

The Bekaert, Engstrom, and Ermolov (2023) model has two variants: one with preference shocks
and one without preference shocks. The model without preference shocks has two state variables

(¢ and ny), so we use log (P;/E;) and M:(j%w to extract implied state variables for this model at

41T his is true for all models we investigate since we transform the log P;/E; and risk-neutral moments from the
data to have the same unconditional means as the log P;/D; and risk-neutral moments implied by each model for the
purposes of state variable extraction.

42Their models represent an improvement on the habit formation model in Campbell and Cochrane (1999). In
particular, their setup allows them to better match observed consumption growth skewness in the data.
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each date. The model with preference shocks has three state variables (g, n¢, and s;), so we use

log (P;/ EY), M:(_%)T, and M:(_?:gp to extract implied state variables at each date. We can use Result
TA.10 for the state variable extraction in both cases. We use Results [A.11 and [A.12 to compute the
implied physical and risk-neutral moments, respectively. See Internet Appendix [A.8.6 for additional
details.

Panels (a) and (d) ((b) and (e)) in Figure 4 plot the market risk premium decompositions
under the model with (without) preference shocks. The models with and without preference shocks
yield decompositions with quite different implications regarding which regions of the return space
contribute most to the total risk premium. In the case of the model without preference shocks
(Panel (d)) it is clear that the downside risk premium is the largest contributor to the the total
risk premium, consistently contributing approximately 80%. The central risk premium typically
contributes between approximately 15%-20% to the total risk premium. In the case of the model
with preference shocks (Panel (c)), the central risk premium is typically the largest contributor
ranging between approximately 60-80%. The downside risk premium contribution ranges between
approximately 20-60% and occasionally contributes more than the central risk premium. In both
cases, the upside risk premium provides only a minor contribution to the total risk premium.

Comparing these results to those implied by the data at the 30-day horizon (Figure 2, Panels
(a) and (d)), the model with preference shocks matches many key features of the data. The con-
tribution of the central risk premium is relatively large during low market volatility periods, but is
outweighed by the contribution of the downside risk premium during high market volatility periods.
The downside and upside risk premia also typically increase in tandem in both the data- and the
model-implied decompositions.

Table 4 provides summary statistics for implied market risk premium decomposition. The average
total risk premia implied by the data for the models with and without preference shocks are 4.84%
and 5.92%, respectively, which are similar to model-implied values based on simulation (4.26% and
5.56%, respectively). The conditional means of the market risk premium decomposition measures
imply that all components of the risk premium are increasing with market volatility, which is
what we observe in the data. The downside risk premium comprises the majority of the total risk
premium in the model without preference shocks, which is inconsistent with observations from the
data-implied decomposition. However, the contributions and time series behavior of the downside,
upside, and central risk premia in the model with preference shocks are qualitatively more similar
to the data-implied decomposition than for other models we study.

Table 5 provides the average difference between the data-implied risk premia and those implied
by the models with and without preference shocks. The data-implied total, downside, central, and
upside risk premia are significantly larger than those implied by the models in level (Panel A). This
holds in all cases except for the downside risk premium in the model without preference shocks,
which is significantly lower than what the data implies. In terms of the contribution to total risk
premium (Panel B), the data implies a central risk premium contribution that is significantly lower
than that implied by model with preference shocks. The data also implies downside risk premium
contribution that is significantly lower than that implied by the model with preference shocks. In
all other cases, the data implies contributions that are higher than those implied by the models.

IA.2.3 Disaster Risk Models
IA.2.3.1 Gabaix (2012)

Gabaix (2012) develops a time-varying disaster risk model that is able to quantitatively explain
many standard asset pricing puzzles. We follow the Dew-Becker et al. (2017) implementation (in-
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cluding their parameter choices) in our analysis.** In this model, the log price-dividend ratio is
non-linear in the model’s single state variable, L;. Therefore, we solve for M:(_%)T as a function of
the state variable numerically given the assumed L; process conditionally as a function of L;. Given

an estimate for the the model-implied M:(jgp

each date by matching the transformed MIE)T from the data as usual. Given the extracted state
variable, we estimate physical and risk-neutral moments needed for our decomposition at each date
via simulation according to expressions for these moments in Internet Appendix [A.8.7.1.

Panels (a) and (c) in Figure 5 plot the market risk premium decomposition. The downside
risk premium is consistently the largest contributor to the total risk premium with the upside
risk premium contributing essentially nothing. Table 4 provides summary statistics for the implied
market risk premium decomposition. Conditionally, the average downside market risk premium
increases in magnitude as risk-neutral volatility increases, which is similar to the data-implied
results. Table 5 provides the average difference between the data-implied risk premia and those
implied by the Gabaix (2012) model. The contributions of the downside/central /upside market risk

premia are significantly higher/lower/lower than those implied by the data.

as a function of L;, we extract the implied L; at

TA.2.3.2 Wachter (2013)

Wachter (2013) develops a time-varying disaster risk model that aims to explain the excess volatility
puzzle. We follow the Dew-Becker et al. (2017) discretization of Wachter (2013) (including their
parameter choices) since this provides a convenient version of the model that is calibrated at the
monthly frequency. The model includes one state variable, \;, so we use M:(j%ﬂ to extract the implied
state variable at each date using Result IA.15. We then use Results IA.14 and IA.15 to compute
the implied physical and risk-neutral moments needed for the risk premium decompositions. See
Internet Appendix IA.8.5.2 for additional details.

Panels (b) and (d) in Figure 5 plot the market risk premium decomposition. The central risk
premium contributes the majority of the total risk premium. The downside risk premium contributes
less than the central risk premium, but more than the upside risk premium. Interestingly, the time
variation in these decomposition contributions are similar to those from the data (see Figure 2, Panel
(d)). Table 4 provides summary statistics for the implied market risk premium decomposition and
Table 5 provides the average difference between the data-implied risk premia and those implied by
the Wachter (2013) model. The contributions of the downside/central/upside market risk premia
are significantly lower/higher/higher than those implied by the data.

IA.3 Robustness and Additional Results

In this section, we explore the robustness of our results to various modifications and provide some
additional results.

TA.3.1 Data-Implied Risk Quantities and Prices by Horizon

In this subsection, we provide a summary of average risk quantity and price levels according to the
data-implied decomposition over different horizons (30, 60, 90, 180, and 360 days) in Table TA.4 and
risk premium variance decompositions at the same horizons in Table [A.5. Results for the 30-day

“3This calibration is similar to that in Gabaix (2012) and is also able to match the Sharpe ratio of one-month
variance swaps reported in Dew-Becker et al. (2017). We use this version of the model since we are also interested in
evaluating the model’s ability to match the conditional variance risk premium and its decomposition.
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horizon are the same as in Tables 6 and 7. Table IA.4 shows that, on average, risk quantities are
generally stable as the horizon increases, but risk prices generally decrease as the horizon increases.
The probability-related risk price (af’s) is always the main contributor to the total risk price (as
opposed to the SDF-related risk price, w ar,s) and its importance increases with horizon.

Table IA.5 shows that variation in the total market risk premium (based on the variance risk
premium decomposition described in Subsection 6.3) is primarily driven by variation in risk prices
at all horizons. Note that the probability-related risk price is zero when the region of interest is
A (the total market return space) so that all risk price variation is attributed to the SDF-related
risk price, ws a5, in this case. Variation in the risk premia associated with each sub-region of the
market return space are primarily driven by the probability-related price of risk at short horizons
(30 days). However, as horizon increases, variation in risk quantity typically becomes the primary
driver of variation in risk premia associated with these sub-regions.

TA.3.2 Decomposing Truncated Moments into Conditional Moments and
Probability Components

In the main draft, we use option prices to estimate conditional truncated risk-neutral moments
(M:S)T [As] = Ef [(Rat—1 — Rft—1)14,]) and then we use Corollary 1 to estimate physical trun-
cated moments (M:ng [As] = E¢ [(Rvy—1 — Ryy—7)14,]) from the risk-neutral moments. By the
definition of conditional probability, we can decompose the truncated moments into a component

related to conditional moments and the probabilities of ending up in a particular region as

Ei [(Baisr — Rpasr)la,] = Ef [(Ragsr — Ryeor) [1a,]P; [As] and (IA.1)
Et [(Rartsr — Rypsr) [Ta,] P [As], (IA.2)

IEt [(RM,t—>T - Rf,t%T) ]IAJ

where P} [Ag] (Pt [As]) represents the risk-neutral (physical) probability of ending up in region
s at time 7. The conditional moments on the right-hand side of the above equations represent
how changes in the shapes of the excess market return distribution affect the truncated moments,
whereas the probabilities represent how the changing probability associated with ending up in each
region affects the related truncated moment. To get an understanding of the time series dynamics
of these quantities, we provide plots in Figure IA.1. Time series variation in both the physical and
risk-neutral moments in the down and up regions is primarily driven by variation in the probability
component. In contrast, variation in the physical and risk-neutral moments in the central region
is primarily driven by variation in the conditional moments and not the probabilities. In other
words, our results imply that the shapes of the tails of the physical and risk-neutral excess market
returns do not change much relative to the probabilities of ending up in the tails, which is what
primarily drives variation in truncated first moments associated with the tails of the distribution.
The opposite is true for the central region of the distributions.

One might be tempted to use the results above to decompose our market risk premium in each
region into components related to the shape of the excess return distribution and probabilities.
However, this setup does not allow for a clean distinction between probabilities and other con-
tributors to the risk premia, which is why we implement Proposition 4 using the covariance-based
definition of risk premia. To highlight the issue, consider our definition of the market risk premium
in region A based on Equation 29:

RPW [A,] = Ei[(Raior — Rpvosr)Ia,] — Ef [(Rarsosr — Ryvosr)Ta,].
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Substituting expression from Equations [A.1 and IA.2 (and with some algebra), this becomes

RPD [4,] = {]Et [(Rarsor — Bpasr) [Ta] = B [(Rareor — Rpaor) [1a,] 54 } P, [A,]. (IA.3)

This alternative risk premium expression (compared to that in Proposition 4) breaks the risk pre-
mium into a difference between conditional moments under the physical and risk-neutral measures
(with the latter being distorted by a probability ratio) and the physical probability of ending up
in region As;. We analyze contributors to risk premia according to Proposition 4 since it decom-
poses risk premia into more standard objects associated with risk quantities and prices, and since
the relationship in Equation TA.3 convolutes probabilities with conditional expectations (and risk
quantities and prices). However, all else equal, it is clear that as P, [A;] increases (which happens in
the tails of the market return distribution as horizon increases as we show in the next paragraph),
the risk premium also increases. Similarly, as P; [A4] and P; [A,] increase relative to P, [A.] their
contributions to the total market risk premium will also increase even if the total risk premium
decreases, which is what we observe with increase horizon. It is ultimately an empirical question
as to whether the isolated probability term in Equation IA.3 (P;[As]) varies more with horizon
than the first term (Ey [(Rar—r — Ryaor) [1a,] = Bf [(Rarsor — Rpeor) |Ia,] ), which we
explore next.

Figure TA.2 provides plots of the time-varying probability (P;[As]) of entering each region of
interest by the end of each horizon we study (30, 60, 90, 180, and 360 days). We compute these
physical probability measures using Corollary 1 with preference parameters from Table 1. The
average physical probabilities of entering both the downside region (P;[A4]) and the upside region
(P [Ay]) increase monotonically in horizon. The average P; [44] ranges from 2.9% at the 30-day
horizon to 17.2% at the 360-day horizon. The average P;[A.] ranges from 2.9% at the 30-day
horizon to 39.3% at the 360-day horizon. Accordingly, the average physical probabilities of entering
the central region (P; [A.]) decrease monotonically in horizon. The average P, [A.] ranges from 94.2%
at the 30-day horizon to 43.5% at the 360-day horizon. Importantly, all time series vary quite a bit
over time, implying that the probability-related risk price (07, = VAR (L) = Py [A4] (1 — P, [AJ])
described in Section 6 is also highly time-varying, consistent with our observations there that the
probability-related risk price often explains a large fraction of variation in risk premia.

Figure IA.3 provides plots of the first term in Equation IA.3 (E; [(Rymi—r — Rpt—r) [1a,] —

Ef [(Rart—»1 — Rfs—r) | La,] I;i[ﬁ:]}) for each region of interest and for each horizon we study (30,
60, 90, 180, and 360 days). Importantly, the average values in each region do not change much
with horizon relative to how the average values of P; [A;] change with horizon in Figure TA.2. This
result implies that most of the variation we observe in average upside and downside risk premium
contributions with horizon is driven by increases in the probability associated with ending up in
those regions rather than the terms related to the moment risk premia themselves (which are related
to the relative shapes of the excess market return distribution under the physical and risk-neutral
measures). This analysis supports our main conclusion from the risk quantity and price analysis in
Section 6, which yielded the same conclusion.

TA.3.3 Variance Risk Premium Decomposition Results

In this section, we present results related to the variance risk premium decompositions implied by
the data and models.
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IA.3.3.1 Data-Implied Variance Risk Premium Decomposition

Figure IA.4 provides plots of the data-implied variance risk premium decomposition (i.e., when
n = 2 in Equation 29) when preference parameters from Table 1 are used to construct physical
moments according to Corollary 1. Panels (a), (b), and (c) plot the risk premium decomposition in
levels, and Panels (d), (e), and (f) plot them in terms of the fraction of the overall risk premium for
horizons of 30, 90, and 360 days, respectively. The downside risk premium is the main contributor
to the total variance risk premium over all horizons and the upside risk premium becomes a larger
contributor as the horizon increases.

Table IA.1 provides summary statistics for the data-implied variance risk premium decompo-
sition using preference parameters from Table 1. Panels A and B provide summary statistics for
the decomposition in levels and as fractions of the total variance risk premium, respectively. We
begin by focusing on the “Unconditional Statistics” in Panel A, which are averaged over our full
sample. The average annualized 30-day (360-day) variance risk premium during our sample period
is -1.03% (-1.54%). These are similar in magnitude to variance risk premium estimates reported in
Carr and Wu (2009),* Dew-Becker et al. (2017),*> and Bekaert, Engstrom, and Ermolov (2023).%0
Conditionally, the variance risk premium increases during periods of high volatility, which implies
investors are willing to pay relatively more for insurance against volatility during turbulent times.
This finding is consistent with those in Dew-Becker et al. (2017), who use different data (variance
swap contracts) to characterize the variance risk premium.

IA.3.3.2 Model-Implied Variance Risk Premium Decompositions

Figure TA.5 and Table TA.2 provide variance risk premium decomposition plots and summary
statistics for the representative agent models we study. Table TA.3 provides two different difference
measures between the data- and model-implied variance risk premium decompositions: average
differences and the corridor measure (both defined as in our market risk premium results from
Table 5). We omit decompositions for the Bansal and Yaron (2004) and Bansal, Kiku, and Yaron
(2012) since these are log-normal models which imply there is no variance risk premium. Note
that, as in the case of the model-implied market risk premium, we need not estimate preference
parameters for these models to implement the variance risk premium decomposition. We can simply
compute the risk-neutral and physical moments needed to apply Proposition 3 using the conditional
extracted state variables.

Panels (a) and (d) in Figure IA.5 show that the downside risk premium effectively constitutes
the entire variance risk premium in the Drechsler and Yaron (2011) model, except during periods
when the total risk premium is small. Table IA.2 provides summary statistics for the variance risk
premium decomposition. Conditionally, the average the downside variance risk premium increases
in magnitude as risk-neutral volatility increases, similar to the data-implied results. Table TA.3

4 The variance risk premium in this case ranged from -0.66% to -2.74% at the one-month horizon for the S&P 500
index based on Table 3 in Carr and Wu (2009).

45The variance risk premium in this case was approximately -1.5% at the one-month horizon based on Figure 2
in Dew-Becker et al. (2017). Specifically, one can approximate the implied variance risk premium (annualized and
in percent) by taking 100 x 12 (E [Fto] —-E [FH) using their nomenclature with 100 x /12 x E[F?] &~ 17.4 and

100 x /12 x E[F}] ~ 21.2 according to the figure.

46The variance risk premium in this case was approximately -1.9% at the one-month horizon based on Table
8 in Bekaert, Engstrom, and Ermolov (2023). The annualized value reported herein takes their reported monthly
value (0.0016) and multiplies it by -1, 12, and 100. The -1 is to account for the fact that they define the variance
risk premium to be the risk-neutral minus physical variance, the 12 is to annualize it, and the 100 is to give it the
interpretation of being in percent. Note that they define the variance risk premium using log market returns whereas
we use simple market returns, which could lead to some discrepancies between the measures.
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provides the average difference between the data-implied risk premia and those implied by the
Drechsler and Yaron (2011) model, and shows that the contributions of the downside/central /upside
variance risk premia are significantly lower /lower /higher than those implied by the data.

Figure TA.5 Panels (b) and (e) ((c¢) and (f)) provide plots variance risk premium decomposi-
tion plots for the Bekaert, Engstrom, and Ermolov (2023) model with (without) preference shocks.
In both cases, the primary contributor is the downside risk premium, although there are periods
where the central risk premium becomes a sizable contributor (particularly for the model with
preference shocks). Table TA.3 provides the average difference and corridor measures between the
data-implied risk premia and those implied by the Bekaert, Engstrom, and Ermolov (2023) models
and shows that the contributions of the downside/central/upside variance risk premia are signif-
icantly lower/higher/higher (higher/lower/higher) in the model with (without) preference shocks
than those implied by the data. Visually comparing the preference-shock-based model results in
Figure IA.5 Panels (c) and (f) to the data-implied results in Figure IA.4 Panels (a) and (d) imply
that this model fits the data relatively well. The associated aggregated corridor measures for both
variance risk premium levels (31.78) and contributions (84.73) in Table IA.3 supports this visual
conclusion, as they are the largest aggregated corridor measures among the models in that table.

Figure IA.5 Panels (g) and (i) plot variance risk premium decomposition plots for the Gabaix
(2012) model. Table IA.2) provides summary statistics for the implied market (variance) risk pre-
mium decomposition. Conditionally, both the average downside market and variance risk premia
increase in magnitude as risk-neutral volatility increases, which is similar to the data-implied results.
Table TA.3 provides the average difference between the data-implied risk premia and those implied
by the Gabaix (2012) model. The contributions of the downside/central/upside market (variance)
risk premia are significantly higher/lower/lower (higher/lower/higher) than those implied by the
data.

Figure IA.5 Panels (h) and (j) plot the variance risk premium decomposition for the Wachter
(2013) model. The downside risk premium effectively constitutes the entire variance risk premium.
Table TA.3 provides the average difference between the data-implied risk premia and those im-
plied by the Wachter (2013) model. The contributions of the downside/central/upside variance risk
premia are significantly higher/lower/lower than those implied by the data.

Overall, according to our aggregated corridor measures in Table TA.3, the Bekaert, Engstrom,
and Ermolov (2023) model without preference shocks provides the best fit of the data. This is
consistent with the visual impressions based on comparing the data-implied decomposition results
in Figure IA.4 (Panels (a) and (d)) with those from the models in Figure IA.5.

IA.3.4 Data-Implied Decomposition Results Using +5% Cutoffs

In this subsection, we re-estimate the data-implied decomposition when setting z = 0.95 and
T = 1.05 with z4 = 0.92, x. = 1, and z4 = 1.08. Aside from these changes, our decomposition
estimation procedure is unchanged from that used to generate our main results with z = 0.9
and T = 1.1. We use these decomposition results to forecast realized truncated excess market
returns in Table 3. We use +5% cutoffs for this purpose since there are very few realized excess
market return realizations that are less than —10% or greater than +10%. For instance, 1.93%
(6.63%, 14.38%) of return realizations are below —10% at 30-day (90-day, 360-day) horizon. 1.56%
(9.34%, 51.29%) of return realizations are above 10% at the 30-day (90-day, 360-day) horizon. In
comparison, 10.06% (14.68%, 17.86%) of return realizations are below —5% at 30-day (90-day, 360-
day) horizon. 12.30% (33.14%, 65.22%) of return realizations are above 5% at the 30-day (90-day,
360-day) horizon. Regression results are similar when using physical moments estimated based on
our main decomposition which uses the £10% cutoffs, but statistical significance is lower likely due
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to having fewer observations of realized excess returns in the tails. Results are also similar when
we use 3% cutoffs, but we omit these for brevity.

Table IA.6 provides preference parameter estimates using the £5% cutoffs. Parameter estimates
are similar to our main results in Table 1 that use £10% cutoffs but with some slight differences.
For instance, the downside risk aversion estimates (1/7 (z4)) in this case tend to be lower than in
the main results, implying investors are less risk averse when the downside risk definition is less
severe. Similarly, the upside risk aversion estimates (1/7 (x,)) in this case tend to be higher than
in our main results, implying investors are more risk averse when the upside risk definition includes
more central region risk. Another way to think about these results is that the downside and upside
risk now encompass more of what was formerly designated as central region risk and, as such,
the risk aversion parameters estimated for these regions are a combination of either downside and
central region risk or upside and central region risk in our main specification. Hence, the downside
and upside risk aversion parameters are closer to our central region risk aversion parameters in our
main specification.

Figure TA.6 provides market risk premium plots using +5% cutoffs with preference parameters
from Table TA.6. Results are similar to our main results in Figure 2 that use +10% cutoffs with
one notable difference. In this case, the central risk premium is smaller and contributes less to the
overall risk premium, which is expected since there is “less” risk in the central region with the lower
cutoffs. The correlations between the downside, central, and upside physical moment estimates
under the £10% and +£5% cutoffs are 95%, 13%, and 91% at the 30-day horizon (97%, 79%, and
98% at the 90-day horizon; 97%, 92%, and 99% at the 360-day horizon). For the central physical
moment, the low correlation at the 30-day horizon is the result of this moment having relatively
low overall variation when the +5% cutoffs are used relative to the £10% cutoffs. For instance, if
we use 3% cutoffs, the correlation between the 30-day central physical moment in this case and
that from the +£5% case is 72% and in this case the variation is also low relative to the moment
from the +£10% cutoff.

Table IA.7 provides summary statistics for the data-implied market risk premium decomposition
constructed using +5% cutoffs with preference parameters from Table IA.6. Results are similar to
our main results in Table 2 that use +10% cutoffs but, as implied by Figure TA.6, the central risk
premium levels and contributions are lower. In unreported results, we find similar patterns when
using +£3% cutoffs, which we omit for brevity.

IA.3.5 Effects from Modifying 7 (z;), p (zs), and & (xs)

To provide more intuition for the link between our preference parameters and the resulting decom-
positions, we perform an exercise where we modify one set of parameters at a time (either 7 (z;),
p(xs), or K (xs)), recompute the decompositions, and compare results to those using the original
parameters. In particular, we either increase or decrease all the 7 (zs)’s, p (zs)’s, or k (z5)’s from
their original values reported in Table 1 by one-half of a standard deviation (based on the boot-
strap analysis), which yields six new decompositions.*” Results are reported in Table IA.8 for the
market risk premium at just the 30-day horizon for brevity (results are similar at longer horizons).
Decreasing (increasing) 7 corresponds with increasing (decreasing) risk aversion (see Equation 14).
As expected, increasing (decreasing) risk aversion increases (decreases) the market risk premium.
This is true for the total risk premium as well as each of its three components. What may be

4"We use one-half of a standard deviation (as opposed to one standard deviation) since the property that downside,
central, and upside risk premia add to the total risk premium imposes implicit restrictions on the relationships between
7 (zs), p(zs), and « (zs). If we modify one parameter by a large amount while holding the others fixed, the property
does not hold. As long as we do not modify each parameter too much, the property holds approximately.
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less intuitive is that increasing risk aversion results in a lower (higher) contribution from downside
(upside) risk. This effect is due to the fact that increasing risk aversion results in a higher proba-
bility of bad return outcomes relative to good return outcomes under the risk-neutral measure, so
the downside risk premium increases relatively less than the upside risk premium in response to
increasing in risk aversion. This behavior is also apparent in result reported in Table IA.17 when
we assume the representative investor has specific utility functions and investigate changing risk
aversion on decompositions in this context. p is directly proportional to investor prudence and the
total market risk premium should be decreasing in p according to Equations 13 and 27, which is
exactly what we find in Table [A.8. k is directly proportional to investor temperance and the total
market risk premium should be increasing in x according to Equations 13 and 27, which is indeed
what we find in Table TA.8. One way to intuitively think about the effect of p and x on the relative
contributions of down and upside risk is to recognize that the market return distribution is left
skewed. In this case, variations in these parameters will have more of an effect on downside risk
premia, so increasing p (k) leads to a relatively smaller (larger) contribution of the downside risk
premium to the overall risk premium, which is what we observe in Table TA.8.

IA.3.6 Data-Implied Decomposition Preference Parameter Plots and the
Implied SDF

Figure ITA.7 plots estimates relative risk aversion and Figure IA.8 plots estimates of 7, p, and k
reported in Table 1 for visualization. These estimated preference parameters have implications for
the behavior of the SDF in different regions of the return space. Given a set of estimated preference
parameters in each region and measures of risk neutral moments at date ¢ for horizon 7', we can
construct the conditional implied SDF in each region as the inverse of Equation 18. We do this for
three different dates in Figure TA.9. The dates are chosen to be on dates with low market volatility
(3 January, 2006 and 2 January, 2014) and one date with large market volatility (15 September,
2008). Within a given horizon, the SDF plots are very consistent across dates implying that the
SDF does not change much over time.*® It should also be noted that, although different preference
parameters are used to construct the implied SDF in different regions, the SDF does not jump
much at the boundaries between different regions relative to the overall range of the SDF across
the plotted market return space. The SDF flattens with horizon, implying investor marginal utility
increases more for equivalent decreases in market value in the short term than the long term.

IA.3.7 Generating Non-Monotonic SDF's

The preference parameters we estimate in our main decomposition (reported in Table 1) paired
with our estimated risk-neutral moments imply the SDF is monotonically decreasing (see Figure
IA.9 for examples). This result is inconsistent with a line of literature that documents an “SDF
puzzle” - namely, that over some regions of the market return space, the SDF is actually increasing
(see Jackwerth and Cuesdeanu (2018) for a review of the SDF puzzle literature).

One point to note is that papers documenting the SDF puzzle typically use disparate information
sets to estimate the physical and risk-neutral distributions necessary to construct the SDF. In
particular, they rely on past market return data to estimate the physical distribution and forward-
looking options data to estimate the risk-neutral distribution. Linn, Shive, and Shumway (2018)
and Barone-Adesi et al. (2020) have recently made the point that this inconsistency in information

“8The only exception is during November, 2008 in the peak of the financial crisis. During this period, the upper
limit of the SDF became lower in the down region of the return space. This implies that during the financial crises
investor marginal utility was particularly high in states of the world with very low realized market returns.
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sets can actually generate the SDF puzzle. Each provide a different methodology for estimating
physical and risk-neutral distributions using consistent information sets (i.e., only forward-looking
information), and neither generate an SDF puzzle. Our decomposition offers a third approach to
estimate the SDF using only forward-looking information. Consistent with the logic in Linn, Shive,
and Shumway (2018) and Barone-Adesi et al. (2020), we find our approach does not generate an
SDF puzzle.

Regardless, it is interesting to ask the question: Is our approach flexible enough to generate a
non-monotonic SDF? To this end, we identify preference parameters that minimize the squared
distance between an SDF characterized by our Equation 18 and non-monotonic SDFs from: 1)
Figure 6 in Rosenberg and Engle (2002), and 2) Figure 2 in Beason and Schreindorfer (2022).
Table IA.9 provides the sets of preference parameters that minimize the squared distance between
each of these prototypical non-monotonic SDFs and the SDF implied by our Equation 18. Figure
TA.10 plots our optimized SDFs against those originally reported in Rosenberg and Engle (2002)
and Beason and Schreindorfer (2022). In both cases, our SDF is also non-monotonic and able
to match the target SDFs fairly well. Put simply, if the data were to indicate a non-monotonic
SDF, our Equation 18 is sufficiently flexible to capture the non-monotonicity. The fact that our
estimated SDFs are monotonically decreasing implies that our approach, like the philosophically
similar approaches in Linn, Shive, and Shumway (2018) and Barone-Adesi et al. (2020), does not
imply an SDF puzzle.

Some points to note regarding reproducing the SDFs in Rosenberg and Engle (2002) and Bea-
son and Schreindorfer (2022) are as follows. First, these are both unconditional SDFs. Since our
SDF implied by Equation 18 is conditional (varying with the conditional risk-neutral moments),
when we identify optimal preference parameters to match the target non-monotonic SDFs we use
unconditional time series averages for the risk-neutral moments when constructing our mimicking
SDF. However, we are able to generate similar non-monotonic SDFs when using randomly-selected
dates on which to measure conditional risk-neutral moments for use in the parameter optimization.
Second, Table TA.9 implies that some preference parameters are negative, and we find that it is
necessary to allow negative preference parameters to generate the SDF puzzle. We originally re-
stricted the search space used to estimate parameters in our Table 1 to include only non-negative
preference parameters in order to impose the economically-motivated preference parameter restric-
tions discussed in footnote 5. However, when we re-estimate the preference parameters in our main
data-implied decomposition allowing for negative preference parameters in the search space, the
optimal parameters are the same as those reported in Table 1 (up to at least the second decimal
place across all regions and horizons). In other words, even if we allow our optimization algorithm
to search over negative preference parameters, we still arrive at (effectively) the same optimal (pos-
itive) preference parameters which do not generate non-monotonic SDFs. Third, since the SDF
reported by Rosenberg and Engle (2002) does not have support for market returns below —10% or
above +10%, we use £5% cutoffs in this case (i.e., x = 0.95 and T = 1.05). This is not an issue for
the Beason and Schreindorfer (2022) SDF, which has support for market returns well below —10%
and above +10%.

IA.3.8 Data-Implied Risk Premium Decomposition (Using Corollary 2)

Our main risk premium decomposition results rely on Corollary 1 to estimate nine region-specific
preference parameters (7 (z5), p (x5), and k (x5)) according to the methodology described in Internet
Appendix TA.6, which are then used to construct physical moments according to Corollary 1. These
physical moments are then used as inputs to compute our main decomposition results according
to Proposition 3. In this section, we estimate a single set of preference parameters (7, p, and k)
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that apply to all regions. We achieve this using Corollary 2 and the same procedure described
in Internet Appendix IA.6 (adapted in the obvious way to apply to Corollary 2). We report these
estimated parameters in Table IA.10.%Y Note that these estimated preference parameters are similar
to the averages of preference parameters across the three regions from our main decomposition
reported in Table 1. We use this single set of estimated preference parameters to construct physical
moments according to Corollary 2. These physical moments are then used as inputs to compute a
decomposition in the usual way according to Proposition 3. This is effectively the same approach as
we use in our restricted decomposition (see Subsection IA.3.9) using the estimated set of preference
parameters rather than preference parameters that we fix ex-ante without estimation.

Figure IA.11 plots the resulting market risk premium decompositions at various horizons and
Table TA.11 provides related summary statistics. These are analogous to our main decomposition
results (that use region-specific preference parameters) reported in Figure 2 and Table 2. The main
message is results that rely on a single set of estimated parameters are similar to the more flexi-
ble parameterization that uses nine region-specific parameters. One notable difference is that the
three-parameter decomposition implies the downside risk premium contribution is slightly higher
than in our main nine-parameter data-implied decomposition. This comes at the expense of both
the central and upside risk premium contributions (these are both slightly lower than in our main
results). We do not report variance risk premium decomposition results under this more parsimo-
nious parameterization for brevity, and since they are also quite similar to our main data-implied
decomposition results summarized in Figure IA.4 and Table [A.1. However, in this case, the three-
parameter decomposition implies that the downside risk premium contribution is slightly lower
than in our main results.

TA.3.9 Data-Implied Decomposition Using Restricted Preference Parame-
ters

One might be concerned that our measures in the previous sub-section are overly-reliant on in-
sample estimates of the preference parameters. To mitigate this concern, in this sub-section we
impose the same restrictions on our preference parameters as those used by Chabi-Yo and Loudis
(2020) to construct a restricted lower bound on the market risk premium. Namely, we set 7 = 1,
p =2, and k = 4 across all regions and horizons.”” We use Corollary 2 to compute the physical
moments using risk-neutral moments since we only have one set of preference parameters for the
whole return space in this case. The restricted preference parameter values are similar to the values
of 7 (xzs), p(zs), and k (x4) reported in Table 1 averaged over all horizons and regions, which are
0.73, 2.88, and 2.84, respectively. Under standard preference assumptions, the market risk premium
is decreasing in 7, increasing in p, and decreasing in k, so we expect the average market risk
premium constructed using these restricted parameters to be lower than that constructed using the
estimated parameters and reported in Table 2.

Table TA.12 reports summary statistics when the risk premium decomposition is constructed
using the restricted preference parameters. Results are generally in line with those reported using
estimated preference parameters in Table 2 except for one notable exception: average total risk
premia are lower (higher) at short (long) horizons than the related values in Table 2. This is
because: 1. The restricted 7 is typically higher (lower) than the estimated value at short (long)
horizons, 2. The restricted p is typically lower (higher) than the estimated value at short (long)

49We assume these are constant over time rather than a function of R t,t—7 for parsimony.

0See Chabi-Yo and Loudis (2020) for more details on these restrictions. We also note here that Noussair, Traut-
mann, and VanDeKuilen (2014) provide evidence that 7 < 1, p > 1, and x > 1 in a different empirical setting, which
imply that our choices for the restricted 7, p, and k yield a lower bound on the market risk premium.
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horizons, and 3. The restricted & is typically higher (lower) than the estimated value at short (long)
horizons. We provide the associated risk premium decomposition plots in Figure [A.12, which are
visually quite similar to our main decomposition plots in Figure 2.

Table TA.13 provides forecasting regression results of the form in Equation 33 but using the risk
premium decomposition constructed using the restricted preference parameters and using +5% cut-
offs (as we do for our main results in Table 3 due to data limitations related to limited observations
outside our standard +10% cutoffs). Results are similar to those from our main decomposition
reported in Table 3, although we reject the nulls that ar = 0 and by = 1. This is as expected
since these preference parameters generate a lower bound on the market risk premium rather than
a rational forecast, as discussed in Chabi-Yo and Loudis (2020).

IA.3.10 Using Observed Prices Instead of Implied Volatility Fitting

In this subsection, we explore whether constructing risk-neutral moments by numerically integrating
over observed options prices rather than using the implied volatility fitting methodology (described
in Section 4.1 and footnote 10) alters our main results related to the market risk premium decom-
position. Aside from numerically integrating over observed option prices (using the same equations
summarized in Internet Appendix IA.5) rather than prices imputed from fitted implied volatility
curves, all procedures are the same. This includes re-estimating preference parameters, which are
similar to the original estimates so we do not report these. Results for the modified market risk pre-
mium decomposition are provided in Figure [A.13 and Table IA.14. These results can be compared
with our analogous main results in Figure 2 and Table 2. The modified decomposition produces
results that are both qualitatively and quantitatively similar to our main results and we conclude
that the choice to compute risk-neutral moments by integrating over options prices implied by fitted
implied volatility curves versus integrating over observed prices is innocuous. In unreported results
(for brevity), we also find that the variance risk premium decomposition using this methodology is
similar to that from our main results.

IA.3.11 Using an SVI Model to Estimate Implied Volatility

Our implied volatility fitting methodology described in footnote 10 implicitly assumes market re-
turns are log-normally distributed above (below) the highest (lowest) observed strikes. One might
be concerned that this assumption leads to measurement bias in risk-neutral moments that are
sensitive to the tails of the market return distribution, which may consequently lead to bias in
our main decomposition results. To address this concern, we model implied volatilities using the
Gatheral and Jacquier (2014) SVI model and report results in this subsection.

In particular, we use the Gatheral and Jacquier (2014) SVI model to estimate implied volatilities
at each date and observed maturity.”’ We then use these implied volatilities rather than those from
the implied volatility fitting methodology described in Section 4.1 and footnote 10 to construct

51To fit the model, we minimize the sum-of-squared differences between model-implied implied volatilities and
implied volatilities inverted from observed option prices using the Black-Scholes model. To be consistent with the way
in which we estimate implied volatilities in our main results, we only use implied volatilities imputed from observed
out-of-the-money option prices. We also impose an upper bound of 300% on the SVI-implied volatilities at the lower
bound of our numerical integrations (i.e., at a strike-price-to-market-price ratio of 0.01), and an upper bound of 100%
on the SVI-implied volatilities at the upper bound of our numerical integrations (i.e., at a strike price-to-market-price
ratio of 2). Note that these are annualized values. We find that these upper bounds are rarely binding, and that
they prevent unstable SVI parameterizations when a relatively small cross-section of options is available. They also
represent upper bounds that are quite high. For reference, the one-month risk-neutral volatility we estimate at the
peak of the financial crisis was about 65% (annualized).
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the risk-neutral moments used in our analysis. Aside from using a different procedure to estimate
implied volatilities, all procedures are the same. This includes re-estimating preference parameters,
which are similar to the original estimates (so we do not report these for brevity).

Results for the SVI-based market risk premium decomposition are provided in Figure [A.14
and Table TA.15. These results can be compared with our analogous main results in Figure 2 and
Table 2. The modified decomposition produces results that are both qualitatively and quantitatively
similar to our main results and we conclude that the choice to compute risk-neutral moments by
assuming market returns are log-normally distributed above (below) the highest (lowest) observed
strikes is innocuous for our main conclusions. This result may be surprising given that the SVI
model allows for fatter tails in the market return distribution than under our main volatility fitting
methodology. However, the equations used to compute risk-neutral moments from option prices in
Internet Appendix [A.5 put low weights on far out-of-the-money option prices relative to close-to-
the-money option prices. Our results in this section imply that these relatively low weights make
it so that our decomposition is relatively insensitive to either assuming market returns are log-
normally distributed in the tails compared to allowing for stochastic volatility via the Gatheral and
Jacquier (2014) SVI model. In unreported results (for brevity), we also find that the variance risk
premium decomposition using the SVI methodology is similar to that from our main results.

IA.3.12 Adjusting for Potentially Overpriced Options

There is evidence that the well-known implied volatility smirk displayed by index option prices is
at least partially the result of supply/demand imbalances caused by the inability of market makers
to perfectly hedge option exposures (Garleanu, Pedersen, and Poteshman, 2009). These imbalances
imply that observed option prices are mispriced and do not reflect no-arbitrage prices. Garleanu,
Pedersen, and Poteshman (2009) define mispricing in the cross-section of option moneyness as
deviations in measured Black-Scholes implied volatility from the physical volatility estimated using
Bates (2006). The authors show that this difference is on average decreasing in option moneyness
(see Figure 1 in their paper). Importantly, they show that (on average) the implied volatility of
OTM calls is approximately the same as the Bates (2006) volatility measure (i.e., these options are
“correctly” priced if the Bates (2006) measure is the correct measure of volatility).

If the option prices we observed deviate from their no-arbitrage prices due to demand pressure,
this is a problem for the risk-neutral moments we construct and use to perform the empirical
implementation of our risk premium decomposition. Although a full estimation of demand-driven
option pricing models and their effects on observed option prices is beyond the scope of this paper,
we construct a heuristic method for assessing the potential effect of such demand pressure on
observed options prices. We do this by modifying our measured implied volatility curves for cross-
sections of option prices (in moneyness) at each date and for each maturity. Our main task is to
provide a reasonable transformation of observed implied volatility curves to account for potential
demand-driven mispricing and effectively correct observed options prices so that they reflect no-
arbitrage relationships.

One approach would be to simply use the Bates (2006) volatility measure as the “correct” mea-
sure of implied volatility across all strikes for each date/maturity combination. We feel that this is
too restrictive since it implies index prices are log-normal (i.e., the standard Black-Scholes assump-
tion). There is significant evidence that this is not the case and that index prices are negatively
skewed. To allow for this empirical fact, we consider approaches to shrink observed implied volatility
curves towards the constant Black-Scholes benchmark. Two key insights from Garleanu, Pedersen,
and Poteshman (2009) are that demand-corrected implied volatility curves should be lower than
observed implied volatility curves and that OTM calls are approximately correctly priced. Given
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these insights, we assume that the OTM call with the lowest observed implied volatility is ap-
proximately correctly priced for sets of options at each date/maturity. We denote the associated
implied volatility and strike price as IV and K|, respectively. We then construct a transformed
implied volatility curve for each date/maturity as follows. Let all observed volatilities and strikes
be denoted by IV; and K;. Let the transformed implied volatilities be denoted by IV;. For any
OTM calls with K; > Ky, we set IVZ- = IVy. Next, for any options with IV; < IV}, we set
IV, = IVj,. Finally, we select a constant, a, and transform all other implied volatilities according
to: [V; = IV;—a (IV; — IVp). As long as a € [0, 1], this transformation shrinks the observed implied
volatilities, IV;, towards I'V;. When a = 1, we have IV, = IVy Vi (i.e., the transformed implied
volatility curve is flat and takes on a value equal to the implied volatility of the OTM call option
with the lowest implied volatility). When a = 0, we obtain the original implied volatilities (i.e.,
IV; = IV; Vi).

The final ingredient in our heuristic correction is to select a. We do this in a conservative way
that sets the risk-neutral market return skewness (approximately) to the physical skewness. Our
baseline risk-neutral and physical skewness measures imply that risk-neutral skewness measured
from observed options prices is approximately twice that of the physical skewness implied by our
estimated preference parameters in Table 1. This holds unconditionally and is approximately true
conditionally. As outside validation of this result, results reported in Beason and Schreindorfer
(2022) imply that the ratio of unconditional risk-neutral to physical skewness is about 2. As an
identifying assumption, we assume that this relationship holds conditionally and identify the a
value such that this is true. We find that this holds on average when a ~ 0.45 and set a to this
value in our analysis.

This implied volatility transformation attempts to match risk-neutral implied volatility and
skewness to those from the physical market return distribution by shrinking the implied volatility
curve towards IVy. The idea is that any differences between I'V; and IV; represent options price
premia that are the result of supply/demand imbalances unrelated to risk. To the extent that these
price pressures exist, our transformation should produce implied options prices that are closer to
their no-arbitrage benchmarks.

Given our estimated value of a, we re-estimate all risk-neutral moments using the transformed
implied volatility curves, re-estimate preference parameters, and report the resulting market risk
premium decomposition in Figure [A.15 and Table [A.16. These results can be compared with our
analogous main results in Figure 2 and Table 2. The modified decomposition produces results that
are both qualitatively and quantitatively similar to our main results. The most noticeable difference
is that this modification results in the central risk premium becoming a relatively larger component
of the total risk premium at the expense of the downside risk premium. This is expected given
that we have effectively decreased the implied risk-neutral skewness, making it more similar to
the physical distribution skewness. The effect of this is to reduce the importance of the downside
risk premium. It should be noted, though, that the downside risk premium still maintains a large
contribution to the total risk premium. The upside risk premium contribution is very similar to in
our main specification. The implied volatility transformation we impose in this subsection represents
a drastic shift of the risk-neutral distribution towards the physical distribution (it effectively cuts
the implied volatility smirk slope in half), yet the analysis produces similar results for the risk
premium decomposition. We conclude that potential demand-driven options mispricing (or any
other mispricing that generates an excessive implied volatility smirk) does not significantly alter
our main results and conclusions.

IA.16



IA.4 Utility Function-Implied Decompositions: Log, CRRA,
CARA, and HARA Utilities

This section derives exact closed-form expressions for physical truncated moments in terms of risk
neutral quantities when investor utility takes on various commonly specified functional forms. We
focus on the log, CRRA, CARA,? and HARA utility since these represent the most common forms
of time-separable utility functions in extant literature. Given the utility-implied physical moments
and corresponding risk-neutral moments, we can estimate risk premium decompositions implied
under these various preference assumptions. Analytic expressions for the physical and risk-neutral
moments as functions of option prices are provided in Internet Appendix IA.5. Note that, given any
utility function, one can compute such closed-form expressions in terms of risk-neutral moments
that can be estimated from option prices.

These formulations of our decomposition put slightly more structure on the decomposition than
in the data-implied decomposition since they make assumptions about the functional form of rep-
resentative investor preferences. Hence, they impose restrictions on the preference parameters that
we estimate from the data for our data-implied decomposition. They do not, however, impose as
much structure as the representative agent models discussed in Section 5, which make assump-
tions about both the functional forms of preferences and state variable processes that govern the
economy. Importantly, to derive results under these specific utility assumptions, we do not make
any assumptions about the distribution of market returns or other state variables that govern the
economy.

Remark 1. Assume there exists a representative agent with log utility whose wealth is entirely in-
vested in the market. Given no-arbitrage, the inverse SDF is given by

Il”—_‘:t [Mt—>T] RM,t—)T

Mt—>T B E; [RM,t—>T]

and the conditional physical truncated moments are given by
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for any n and any As € {A, Ag, Ac, Ay}. Closed form expressions for these risk-neutral moments
are provided in Internet Appendiz 1A.5.

Proof. See Internet Appendix TA.5. |
Remark 2. Assume there exists a representative agent with CRRA wutility over final wealth given by
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52Note that fixing 7 (xs) to be constant in our main analysis does not imply our representative investor has CRRA
utility. CRRA utility implies U (WiRm t—T) /[WtRM,tﬁTU” (W:Rwm,+—7)] is constant for all potential realizations
of future wealth, Wr = Wi R +—7. CRRA utility also imposes restrictions on higher order preference parameters
such as p and k given a particular choice for relative risk aversion to achieve constant relative risk aversion regardless
of future wealth. For instance, if the representative investor were to have CRRA utility with risk aversion v = 1/7, this
implies the skewness tolerance must be given by p = (1 4+ v) / (27), which we do not impose. Furthermore, we assume
-U (Wizs) /[Wta:SU” (Wexs)] is constant in each region given current wealth. By not imposing CRRA parameter
restrictions on p (zs) and & (zs) given 7 (zs), we do not have a relative risk aversion that is constant for all potential
realizations of future wealth, Wpr = W, R —71 as is the case for CRRA utility.
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where « is the relative risk aversion, Wp = Wi Ry is the final wealth, Wy is the initial wealth,
and Ryri—7 is the return on the market. Assuming no-arbitrage, the inverse SDF' is given by

and the conditional physical truncated moments are given by

Ef [ R (Rarior = Rrior)" La,
E?[ %4,1&—>T}

for any n and any As € {A, Ag, A, Ay}. Closed-form expressions for Equation IA.5 are provided in
Internet Appendixz IA.5.

Mgi)T [AS] =

(IA.5)

Proof. See Internet Appendix [A.5. |

Remark 3. Assume there exists a representative agent with CARA utility of the form
UWr) = 1—eWr

where & is the absolute risk aversion, W = Wi Ry 15 the final wealth, Wy is the initial wealth,
and Ryri—1 15 the return on the market. Define relative risk aversion as o = aW;. Assuming
no-arbitrage, the inverse SDF is given by

E, [Mt—>T] _ eORM T
M, 1 - E’tk [eaRM,taT]

and the conditional physical truncated moments are given by

E* [eaRM,taT (R - R )"I[ ]
(n) o Mt—T fit—T As
Mt—)T [AS] - Er [eaRNl,t—YT] (IAG)

for any n any As € {A, Ag, Ac Ay}. Closed-form expressions for Equation IA.6 are provided in
Internet Appendiz IA.5.

Proof. See Internet Appendix TA.5. |

Remark 4. Assume there exists a representative agent with HARA wutility of the form

1-— aW-
UWr) = 777 (1_2

aWrp
-~

.
+b) with a > 0 and +b>0,

where W = WiRar 11 15 the final wealth, Wy is the initial wealth, and Ryri—1 is the return on
the market. Assuming no-arbitrage and decreasing relative risk aversion,® the inverse SDF is given
by

E[misr]  (—a* (Raresr/Rpesr) — 1)

mMt—T Ef [(—a* (Ryt—1/Rfpst) — 1)1_7]

53Decreasing relative risk aversion implies b < 0. We could also derive a similar expression assuming increasing
relative risk aversion (b > 0), but choose to omit this less economically relevant case.
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where

1—7x -1
*: 7_1
(%)

and R is the relative risk aversion evaluated at Wy Ry 1. The conditional physical truncated mo-
ment is given by

E; [(~a" (Rargor/Rpoor) = V"7 (Rargor = Braor)" L,
M™, [4,] = (IA.7)
t=T s * * 1—v ’
E; [(~a* (Raggor/Rpaor) = 1)1

for any n any As € {A, Ag, Ac Ay}. The closed-form expression for Equation IA.7 is provided in
Internet Appendixz IA.5.

Proof. See Internet Appendix IA.5. |

Given these physical moments and measured risk-neutral moments, we can compute our risk
premium decomposition according to Equation 29 under these various preference specifications.
Closed-form expressions that allow us to compute these moments directly from option prices are
provided in Internet Appendix IA.5. Table [A.17 provides a summary of the average risk premium
levels and contributions from each region under each set of preference assumptions. In the case of
CRRA and CARA utility, we provide results for levels of relative risk aversion at three, five, and
seven. In the case of HARA utility, we are limited to relatively low levels of risk aversion due to
the functional form, and set these to 1.0, 1.1, and 1.2. Although the levels of risk premia implied
by each specific utility function (Panel A) can be quite different than those from our data-implied
decomposition, the contributions (Panel B) are actually more similar to those from the data-implied
decomposition relative to those from the representative agent model-implied decompositions. This
implies that the additional structure implied by these models can lead to model misspecification
that has counterfactual implications for the relative contributions to the total risk premium to
which the utility-based decomposition are immune.

TA.5 Expressions for Computing Risk-Neutral Moments

In this section, we use the Carr and Madan (2001) spanning formula to derive expressions for various
risk-neutral moments needed for our decomposition as functions of observable options prices. The
spanning formula can be written as:

oo

Yo
B = o)+ =)y o)+ [ by () (K =) dK + [y () (= K)T a4
Yo

where h (y) represents a generic function of y. We refer to yg as the “Carr and Madan expansion
point.” In our case, we are interested in functions of the future market index at time 7', St (i.e.,
we set y = S7). We can think of yy as a baseline market index value (e.g., yo = Ry 7S5, where
Sy is the current market price at time t). We switch between using Rps;—7 with the equivalent
expression S /S; in this section when appropriate for clarity. We also make use of the following
indicator functions when computing truncated moments: 4, = lyyg,<s,<z5}: 14, = Lisp<as,)

and ]IAu = I[{ST>ES}}'
Expressions in this section require us to compute integrals of functions of option prices with
respect to the strike price. Using the Black-Scholes formula, there is a one-to-one mapping between
observed prices and implied volatilities. To compute risk-neutral moments we map observed prices
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to implied volatilities, fit the implied volatilities according to the procedure described in footnote
10, then invert the fitted volatilities to obtain prices needed for the expressions in this section.

IA.5.1 Risk-Neutral Moments Centered on R;; .1

In this subsection, we derive expressions for risk-neutral moments of the form
E* [(Rag—1 — Rpor)"] and E* [(Rari—r — Rpir)" 1a,] where Rpri—r is the gross market
return from time t to T, Ry; .7 is the risk-free rate from time ¢ to T', and I4, is an indicator
function for realized market returns belonging to sets As defined in Equations 4, 5, and 6. Note
that we can express the gross market return as Rys 7 = S1/S%.

IA.5.1.1 Untruncated Risk-Neutral Moments Centered on Ry e
E* (Rt — Ryaor)”]

Set the function h (-) in Equation IA.8 to

S n
h(Sr) = (?T - Rf,HT) . (IA.9)
t
Derivatives of this function are
n ST n—1
hy (St) = 3 <? - Rf,t—ﬂ") and (TA.10)
t t
_ 1 S n—2
hyy (S7) = % (?f - Rf,HT) . (IA.11)
t

Next, set yo = Ry ;—7S;. Evaluating the function and its derivatives at values needed for Equation
TA.8 yields:

h(Rgi—rS) = 0,
hy (Rf,t—)TSt) = 0, and
nn—1 K n=2
hyy (K) = % (j - RLt—»T) :
+ t

Substituting these expressions into Equation [A.8 yields:

St " n(n—1) /Rfv‘%TSt K ne2 4
— — R = —— — —R K-S dK
<St f,t%T) St2 N St fit—=T ( T)
—1) [ K ne?
+% / (§ - Rf,HT> (Sr — K)TdK.
t Ry 1St t

Taking expectations under the risk-neutral measure at time ¢ yields:

Ef [(Rm,t»1 — Rft1)"]

1R RpisrSt (| n—2
_ re-DRyor / (* - Rf,taT) P, 7 [K]dK
0

S? St
0o n—2
=) Reor K Rir)  Cior|K]dK (1A.12)
S? S
t Ryt St t

where P,_,p[K]| and Cy_7[K]| are the put and call prices with strike prices K at time ¢ and
expiration date T'. Note that when n = 1 the expression yields Ef [(Rart—7 — Rfs—7)] = 0 as
expected (i.e., because the risk-neutral expected market return is the risk-free rate).
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TA.5.1.2 Downside Risk-Neutral Moments Centered on Ry e
E* [(Raimr — Rpsr)" 14,

Set the function A () in Equation TA.8 to that in Equation IA.9. Next, set yo = zS;. Evaluating
the function and its first derivative at values needed for Equation [A.8 yields:

h(zS:) = (z— Rfssr)" and

hy (zS:) = s, 2 (2 — Rpsr)"

Substituting these expressions into Equation [A.8 yields:

S " " o1 [ S
o Ry = (x— Rfis1)" +n(z— Rptor) )
St St
n(n—1) (%5 (K n? 4
2\ K —
+ 2 /0 (St Ry, t—)T) ( St)
—1) [ (K ne2
+”("72) / (— - Rf,t_,T) (Sr — K)* dK.
St 25, St
Multiplying by I{g,. <zs,} yields:
St _ g "1 = R "I R no1 (St I
5, o) Usrcasy = (2 — Ryi-1)" Iisp<as,y T n(z — Ryeor) S, &) lsr<asiy
1 xSt K n—2
+n(n572) / (* - Rf,HT) (K = S7) " Iisp<us, dK
: 0 t

1) [® (K no2
+% / (g - Rf,t—>T> (St — K)+ Lisr<as, 1 dK.
t x t

Simplifying this expression yields:

S " n no1 1
(% — Ry, z—>T> Iisp<as,y = (@—Rprsr)"Lspcps,y —n(z— Rpsr)™ ™ 5, (@St — S7) L5y <5,y
1 xSt K n—2
+n(n72)/ ( - Ry, t—»T) (K —Sr)*
St 0 Sy

Taking expectations under the risk-neutral measure at time ¢ yields:

E* [(Ryt—1 — Ryimr)" Lay]

n—1 thaT

= (z— Ryi1)" Probi [Rum i1 < z] —n(z — Rfior) P, 1 [2SY]

—~1R 25t (K ne2
+”(”S#/ <S — Ry, HT) Py [K]dK (IA.13)
t 0 t

where Probf [Ry 1 < z] is the risk-neutral probability at time ¢ that Ras¢—7 < 2 and can be
computed as:

8Pt—>T K] ‘

Prob; [RM,t_ﬂ“ < g] = Ryior (IA.14)

K=zS¢

8Pt~>T[K']

where K is the partial derivative of the put price with respect to K evaluated at

‘KZQSt
K = z5;. We also make use of the definitions I 4, = Lsp<wsiy and Ry 7 = St/St. We compute

8Pt—>T K]

K by computing the slope between put prices with strikes that span z.5;.

K=z5;
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IA.5.1.3 Upside Risk-Neutral Moments Centered on Ry ,7: E* [(Ryrsr — Rpior)” La,]

Set the function A (-) in Equation TA.8 to that in Equation TA.9. Next, set yo = T.S;. Evaluating
the function and its first derivative at values needed for Equation IA.8 yields:

h(zS:) = (T— Ryim7)” and
hy (TSy) = Sﬁ (T~ Rf,t—>T)n71 .
t

Substituting these expressions into Equation [A.8 yields:

S " n _ n—1 [ S _
(?T - Rf,t%T) = (E - Rf,t%T) +n (x - Rf,t%T) ! <?T - 1‘)
t t

~1 TSt K n—2

-‘r% / (g - RfytﬁT) (K — ST)+ dK
t 0 t
-1) [* (K n?

+% /S (E - Rf,tﬁ»T) (S — K)T dK.
t zSt

Multiplying by Itg, ~zs,} yields:

S " _ n _ n-1 (S _
(?:: - Rf,tﬁT) Lisp>zsy = (@ — Rpeor)" Lspszs,y + 1 (T — Rygor) ' (i - 1”) Lisp>ms,y
-1 TSt K n—2
+”("72) / S Rpar) (K= Sr) s, ses, dK
S; o St
—1) [* (K ne?
+%/ (§ - Rf,HT) (Sr — K) Iispoas, dE.
t ZSt t
Simplifying this expression yields:
St " — n — n—1 1 — +
5, Breor | Uspszsy = (@ Bror) spsasy 0@ — Rpaor)™ o (51— 385)
-1) [* (K no?
t TSt t

Taking expectations under the risk-neutral measure at time ¢ yields:
E* [(Rumt»1 — Rftsr)" 1a,]

n * — — n— R -
= (T — Ryuor)" Prob; [Raru—sr > 7 +n (T — Ryyr)" " %CHT [S]
t

~1)R > (K n-2
+”("S# / (§ - Rf,HT> Cior [K]dK (IA.15)
t ZSt t

where Probf [Ryr+—7 > T| is the risk-neutral probability at time ¢ that Ry > T and can be
computed as:

act—)T [K]

Prob; [Rmi—r >T] = —Rypior K

‘K:ES (IA.16)

80?7]?%] p— is the partial derivative of the call price with respect to K evaluated at
=TSt
K =75;. We also make use of the definitions 4, = I1g,~zs,} and Rari7 = St/S:. We compute
OC_,7[K]
0K

where

P by computing the slope between call prices with strikes that span Z.5;.
=TSt
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IA.5.1.4 Central Risk-Neutral Moments Centered on R, ,r: E* [(Ryrir — Rpior)” La.]
Observe the following identity:

Las,<sp<aspy = 1 —Lsp<as,y — Lsp>asiy- (TA.17)

This identity implies the following identity relating the risk-neutral moments:

E* [(Raesr — Rpsr)"1a,] = Ef [(Rmisr — Rposr)”
—E" [(Ra,t—»7 — Ry )" Tay)
_]E* [(RM,tﬁT - Rfyt%T)”L ]IAu]
where we have made use of the definitions 14, = Iiz5,<s,<z5r), 14y = Lsp<es,y, and I, =

I¢s;>zs,)- Substituting in expressions from Equations IA.12, TA.13, and IA.15 and simplifying
yields:

E* [(Rat—1 — Rppr)" 1a,]
= —(x— Ryis1)" Prob; [St < zSi] — (T — Ry,t—1)" Prob; [St > TS

n—1 Rf,t%T

n—1 I _
Py [2S:] —n (T — Rysr) ! %Ct%T [ZS¢]
t t

~ 1R RpisrSt (| n—2
ynn—1) Rpor V (7 - Rf,HT> Piyr [K]dK

+n(z — Rytsr)

Stg xSy St
n(n—1)Rfisr =S5t K no?
4o =) Rpuor / 2 Rper)  Cor[KldK| (IA.18)
S Ry t—1St t

IA.5.2 Risk-Neutral Moments for log Utility-Based Physical Moments

Proof. Proof of Remark 1. Assuming no-arbitrage conditions, we can show

M, E; [Mir] ,
M(n) As = E t—T t R -R nH
i [As] t [Et Mior] Moot (Rt tior) La,
. B [M .
= E M (Rmp—t — Ryisr)” La,
Mt—»T

Ef [Ryvt—1 (Rvp—st — Rppor)" 1a,]
E; [Ras,t—7)
E; [(Rum,esT — Ryt + Rypost) (Ruist — Ryisr)” 1a,]
E; [Ry,e—1)

*(n+41)
- Mor A MM A, (IA.19)
Rf,tﬁ»T

TA.5.3 Risk-Neutral Moments for CRRA Utility-Based Physical Moments

Proof. Proof of Remark 2. Assuming no-arbitrage conditions, we can show

M(”)

t—=T

4] = Et|: M7 Et[mtﬁT](

— n]I
E; [Mi—r] misT Ratsr = Ryaor) A.:,}

* E n
= Et {M (RM,t—>T - Rf,taT) HAS:|

mi—T1

= Bl Raror = Ryaon)la] (TA.20)
Et I:R]M,t—>T:|
The second expression is obtained by replacing the inverse of the SDF by its expression. This ends
the proof.
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We then show how to compute risk-neutral moments in Remark 2 (Equation IA.5). Specifically,
n
we would like to compute moments of the form Ef [(RMJHT)O‘ (%—f — Ryt HAS]. We first
apply the binomial theorem to show:

Ef [((Rm,t—1)" (Rmpi—1 — Rpi—r)" 1]

n

! n— * o
= Z (- W=l (nn_ a1 (Ryimr)" " E; [(RM,t—m)’€+ ]IAS] . (TA.21)
k=0 ’ ’

So we need only compute moments of (RM,t%T)kJra [4, in order to construct moments of
(Ramt—1)" (Rpg—sr — Rpgr)" Ia,. We again make use of the Carr and Madan (2001) spanning

formula (Equation TA.8) to compute these moments as functions of options prices.

IA.5.3.1 CRRA: Untruncated Risk-Neutral Moments: [E; [(RMVHT)HO‘]

Set the function A (-) in Equation IA.8 to

S k+a
hCRRA (51) = (?T) ) (TA.22)
t
Derivatives of this function are
k+a—1
hORRA (§1) = k;’ o (%) and (TIA.23)
t t

(IA.24)

hCRRA (87) = (k+a)(k+a—1) (ST)k+a2.

St Sy

Next, set yo = Ry;—7S;. Evaluating the function and its derivatives at values needed for Equation
TA.8 yields:

RO Ry rS)) = (Rpesr)™,

k+ .
thRA (Rf,t—)TSt) - Ta (Rf,t_yT)kJﬁ ! 5 and

hyCyRRA(K) _ (k+a)(k+a—1) (K)’H—Q—Q.

St Sy

Substituting these expressions into Equation [A.8 yields:

S\ Fre kta St kta—1
<?) = (Bpaor) "+ (k+a) <§ - Rf,t—>T) (Rf-1)
t t

k kE+a—1) [RrerSe o go\ktes?
t 0 t

k k+a—1) [ K\t

+( +0t) (52‘1‘04 ) / (?) (ST—K)+ dK.

t Ry 1St t
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Taking expectations under the risk-neutral measure at time ¢ yields:

E; [(RM,t%T)kJra]

= (R,f,t—>T)k+a

—|—(k +a)(k+a—1)Rfisr /Rf"”TSt (K
0

k+a—2
) P, 1 [K]dK

52 St
k k _ 1R oo K k+a—2
Lk+a)( +§2 ) f,HT/R ) (§> Cimr [K] dK. (TA.25)
t fit—=TPt

Equation IA.25 can be combined with Equation [A.21 to compute the risk-neutral moments required
for Equation IA.5 in Remark 2 when I[4, =1 (i.e., the untruncated moment case).

IA.5.3.2 CRRA: Downside Risk-Neutral Moments: E; | (Rar-r)" " L,

Set the function A (-) in Equation TA.8 to that in Equation IA.22. Next, set yo = x.5;. Evaluating
the function and its first derivative at values needed for Equation IA.8 yields:

hCRRA (&St) _ (g)kJroz and
hORRA (35,) — k;a (@),

Note that hgyRRA (K) based on Equation IA.24 is unchanged. We can substitute these into the Carr
and Madan (2001) spanning formula (Equation IA.8) and multiply the whole equation by ;g <»s,}
to obtain:

S k+a « k+a a—
(§> Lisp<zsy = (@) Lspeps,y + (ST —zS0) . @)™ s p<asi)
kt+a)(k+a—1) [=5 (K\"7?
+( )(Sz ) / <§t> (K = S1)" Isy<as,ydK
t 0
kt+a)(k+a—1) (= (K)o
! )(sz )/s <§:) (S = K)" Isy<as,ydK.
t ot

Rearranging and simplifying (noting that the second integral is zero) yields:

S k+a N o 1
(%) tsrcaso = @ Lispasy - (b +0) @ & (@8- 50)”
. xSy k+a—2
Ut kra 1)/ K (K — Sr)* dK.
St 0 St

Taking expectations under the risk-neutral measure yields:
E; [(Rkl,t%T)kJra HAd]
= @ Probi [S1 < 28] — (k+a) ()T BLET P o)

t
(k+a)(k+a—1)Rsir /ﬁst (K
0

+

k+a—2
5 @) Py [K]dK. (IA.26)

Equation A .26 can be combined with Equation [A.21 to compute the risk-neutral moments required
for Equation IA.5 in Remark 2 with 14, = I4,.

IA.25



TA.5.3.3 CRRA: Upside Risk-Neutral Moments: E; (RMHT)HQ I Au]

Set the function A (-) in Equation TA.8 to that in Equation IA.22. Next, set yo = T.S;. Evaluating
the function and its first derivative at values needed for Equation TA.8 yields:

hCRRA(ES,) = (@)™ and
hORRA (z5,) = k ;:ta (@)t

Note that hgyRRA (K) based on Equation IA.24 is unchanged. We can substitute these into the Carr
and Madan (2001) spanning formula (Equation [A.8) and multiply the whole equation by I;g, ~zg,}
to obtain:

S k+a - « — kta _ a—
<?::> Iispozsy = (@) Lispoms,y + (S —TS:) t @) sy w8,y
kta)(k+a—1) [ K\
L )(sz ) /0 <§t> (K —57)" Lispoms, dK
t
kta)(k+a-1) [ (K\"?
+( )(52 )/S <§5) (St — K)" Iisy>zs, dK.
t xSt

Rearranging and simplifying (noting that the first integral is zero) yields:

S k+a _ N k + _ o B
(%) H{ST>ESt} = (x)k+ ]I{ST>§S,,} + ta (x)IH_ ! (ST - xSt)+
_ %) k+a—2
o kra 1)/ (5) (Sr — K)T dK.
Si zSt St

Taking expectations under the risk-neutral measure yields:
E; [(f“zzu,z—m)kﬂx HA“,]

e * — — a— R -
= (@) Prob; [Sr > ESi] + (k + o) @) %CtHT (7S]
t

_ 0o k+a—2
(ko) O ta 1)Rf,HT/ (?) Covr [K]dK. (IA.27)
t zSt t

Equation A .27 can be combined with Equation [A.21 to compute the risk-neutral moments required
for Equation IA.5 in Remark 2 with 4, =14,.

IA.5.3.4 CRRA: Central Risk-Neutral Moments: [E; [(RMﬁHT)HO‘ I Aci|
The identity in Equation [A.17 implies the following identity relating the risk-neutral moments:
E* [(RM,HT)HQ HAC} = Ef [(RM,HT)HQ]
B [(Rarior) T 1L,
B [(Rarior) 1,

where we have made use of the definitions T4, = Iiz5,<s,<z5r), 14y, = Iisr<es,y, and I, =
I, >zs,)- Substituting in expressions from Equations [A.25, TA.26, and IA.27 and simplifying

IA.26



yields:
E” [(RNI,tHT)kjLa HAC]
= (Rpimr) ™ — (2)*1 Prob; [Sr < 28i] — ()" Prob; [Sr > ZS;]

a1 B ka1 R _
+(k+a) (@7 FEE P (28] — (k4 a) (@) T G (78]

t Si
k k+a—1)Ry BraorSe (| a2
MR +SO‘2 ) “"T/ <§) Pior [K]dK
t xSt t
k k 1 R . TS K k+a—2
Lkt a)( ro ) Ry T/ <§> Crvr K] dK. (IA.28)
t Ry ¢ 1St t

Equation TA .28 can be combined with Equation [A.21 to compute the risk-neutral moments required
for Equation IA.5 in Remark 2 with I4, = 14,.

TA.5.4 Risk-Neutral Moments for CARA Utility-Based Physical Moments

Proof. Proof of Remark 3. The conditional truncated moment is

n * ]E m n
MEJT [As] = K {% (Rmt»1 — Rfesr) ]IAS:|
. eoRu i .
= E; W (Ryt—t — Rypp—r)" La,
B E: I:eozR]\/[,taT (RM,t%T _ Rf,i—>T)n HAS] (IA 29)
- E; [eO‘RM,tHT] ) :
This ends the proof. [

The last expression is obtained by replacing the inverse of the SDF by its expression. In
this sub-section, we show how to compute risk-neutral moments in Remark 3 (Equation IA.6).

Specifically, we would like to compute moments of the form Ef [eO‘RM =T (Rypst — R f7t_>T)n I As:| .
We first apply the binomial theorem to show:

E; [eaRM’HT (Rmt—1 — Rf )" ]IAS]

- !
= 2 g R T ES [T (Raoor) T, ] (1A.30)
2 . .

So we need only compute moments of et~ (RMvt_y]“)k [4, in order to construct moments of
el (Ruvi—1 — Ryr)" 1a,. We again make use of the Carr and Madan (2001) spanning
formula (Equation TA.8) to compute these moments as functions of options prices.

IA.5.4.1 CARA: Untruncated Risk-Neutral Moments: E; [eaRM»HT (RMHT)]C]

Set the function h (-) in Equation TA.8 to

CARA oSt (Sp\F
h (ST) = e St - . (IASl)
St
Derivatives of this function are
k k—1
CARA a o5z (Sr k oZz (St
_ @ o K ot (0T 1A.32
hy (ST) S,° t (St) + S, ° t S, and (TA.32)
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o o5r (8 . ak o5 (S k-1
h?if‘RA (St) = S—Ee 5 (%) _|_257t2€ S (i)

— s k-2
L (’;2 D o5t (%) . (IA.33)
t

Next, set yo = Ry ;7S;. Evaluating the function and its derivatives at values needed for Equation
TA.8 yields:

REY Ry s S) = e (Ryyyr)”,

a k o _
M (RyarS) = e T (Ryy ) T (R ) and
t t

2 ok (K\" E ox (K\F?
M) = et (5) et (§)

k(k‘*l)eas% E k—2
St '

Substituting these expressions into Equation [A.8 yields:

aS—T ST k
5 2T
< <5t)

eaRf,tﬁT (Rf,taT)k + (ST _ Rf,taTSt) [SgeaRf,t%T (Rf,taT)k +
t

RpamrSt 102 o (K\*  _ak o (K" k(k—1) ax (K\*?
—e"5 | = 2% [ — BT et K — Sr)TdK
“ {S (g) veet(s) Heten(s) |weso

o0 o o5 (K\*  _ak ox (K\*' k(k—1) ax (K\*? 4
s [ = 25 | — DAY s [ - K)TdK.
o 5 () et (5) 7 et () oo

Ry 1St

ettt (Rf,HT)k_l}

@~

Taking expectations under the risk-neutral measure at time ¢ yields:

Ef [GQRM’HT (RM,t—>T)k]

= e Fresr (Ry )P

Ryt Rf¢ 1St v [ o (K k K\ k1 K\ k2
’ ; = 20k | = Y
+ 57 /0 e St |« S, + 2ak S, +k(k ) S,

fron [0 et | (5) () (%)
S 5 =) +2ak( = th(k—1)( o
CEE t[o‘ S; s, k=-Dlg,

Equation TA.34 can be combined with Equation A .30 to compute the risk-neutral moments required
for Equation IA.6 in Remark 3 when I4, =1 (i.e., the untruncated moment case).

P,_r [K]dK

Cior [K]dK. (IA.34)

IA.5.4.2 CARA: Downside Risk-Neutral Moments: E; [eO‘RMﬂHT (RM,HT)k I4 d]

Set the function A (-) in Equation IA.8 to that in Equation IA.31. Next, set yo = x.S;. Evaluating
the function and its first derivative at values needed for Equation [A.8 yields:

hCARA (Qst) = %= (g)k and
[0} ax k ar —
B @S = e @)+ g (@)

Note that hgyARA (K) based on Equation TA.33 is unchanged. We can substitute these into the Carr
and Madan (2001) spanning formula (Equation IA.8) and multiply the whole equation by Iyg, <»g,}
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to obtain:

o5z [ Sr\"
e St (?) H{ST<£St}
t

= e (z ) Iisp<as,y + (S — 2S) {gte ’(E)k + gte 7@)]6 1} Lisr<asiy

25t | o2 K\* ak ox (K\"' k(k—1) ox (K\"7
+/O |:S2€ St (E) +2§ St (gt) + St2 e St (E) (K*ST)+]I{ST<£St}dK

*la? o5 (K\* _ak KN*' k(k—=1) ax (K\"?
s [ 2" O‘s fulal =l il _ Kt i .
+/£St |:St26 ' (St> * 52 (St> * St2 e (Sz) (ST K) ]I{ST<&St}dK

Rearranging and simplifying (noting that the second integral is zero) yields:

o5z (Sr\"
e (g) Iisr<as:y
t

_ eo@ (l)k ]I{ST<§St} _ [aeo@ (g)k + keo@ (2)197 i| St

xSt a2 k [ K k ak o K k—1 k(k* 1) x (K k2
- a3 0 27 n k(k—1) af B N .
+/0 |:St26 t (St) + 52 St (St> + 52 e’ St (St> (K - S7)"dK

Taking expectations under the risk-neutral measure yields:

(xS — St)*

E; [eaRNI,tHT (RM,t—>T)k HAd]

= %% (g)]C Prob; [St < zS¢] — [aec@ (g)k + ket (g)ki

s

Ryt [*71 akl

+ > e St
Si 0

R
1} %PtaT [2S:]

L (KN K\ L K\ 2
@ (St) +2ak<st) +k(k-1) A

Equation IA .35 can be combined with Equation IA.30 to compute the risk-neutral moments required
for Equation IA.6 in Remark 3 with 4, =14,.

P [K]dK.  (IA.35)

IA.5.4.3 CARA: Upside Risk-Neutral Moments: [E; [eaRMHT (Rasemr)" T Au]

Set the function A (-) in Equation TA.8 to that in Equation IA.31. Next, set yo = T.S;. Evaluating
the function and its first derivative at values needed for Equation [A.8 yields:

peARA (TS:) = ™™ (z)* and

hS‘ARA (ES}) _ Sgeo@ (E)k +
t

k oz, k—
5,° @k,

Note that hgyARA (K) based on Equation TA.33 is unchanged. We can substitute these into the Carr
and Madan (2001) spanning formula (Equation [A.8) and multiply the whole equation by I;g, ~zg,
to obtain:

St
e” St (?) Lsyp>ms.}

t

St St

TSt [ o2 x (K\F ak o K\ *1 k(k—1) ax (K k—2
a3 fiall 27 el oy n K +]I B %
+/0 |:St2€ t (St) + 52 (St + 2 e S (St> ( Sr) " Lispszs,yd

©la? o5 (K\* ok ox (K\"' k(k—1) ox (K\"?
—e¥s [ — 2— e = s [ — - K)'Lig o5 )
+Ast l:Sth t (St) + 52 5t (St) + 52 e’ St (St) (St ) Ly >ms,1dK

AT [(— — «Q AT [(— k aT (—\k—
= @) Lispszs,y + (St —TS) {*e @) + =€ (@)" 1} Iisp>zs,)




Rearranging and simplifying (noting that the first integral is zero) yields:

s Sp\F
60‘ S¢ (%) ]I{ST>§St}
t

aT [— aT azT 1 —
= @ Lispoasg + [0e™ @ + ke @] & (91 - 78"

1 (] 5 e (K" okt (KN ol (K72
il - 2 S5¢ | = -1 S5¢ | =
i /Est {ae t(st) - 2ake t(st) Fhk=De= (g,

Taking expectations under the risk-neutral measure yields:

(St — K)" dK.

E; [eaRI\/I,tHT (RM,t—>T)k ]IAU]

= T @) Prob; [Sr > S + [ac™™ (@) + ke ()] %CHT (5]
t

Ryt /°° oK 2(K>"‘ (K)’H <K>’“‘2
+=L St =) +2ak +k(k—1
fste tle St St ( ) S,

St
Equation TA.36 can be combined with Equation IA.30 to compute the risk-neutral moments required
for Equation IA.6 in Remark 3 with T4, =14,,.

Cir [K]dK.  (IA.36)

1A.5.4.4 CARA: Central Risk-Neutral Moments: [ [eaRM»HT (Rarisr)' AB}
The identity in Equation [A.17 implies the following identity relating the risk-neutral moments:
B [t (Rugr) La] = B [T (Rag )]
B [er e (L
B [T (Ragoyr) T,

where we have made use of the definitions 4, = Ijz5,<5,<zs:1 14y, = lfs,<ws,y, and 1y, =
I{s;>zs,). Substituting in expressions from Equations IA.34, TA.35, and IA.36 and simplifying
yields:

B [erftaneo (RM 1) L, }

= %Frior (Rpio1)” — e (z) Probt [ST < 2S¢ — e (T)k Prob; [St > TS
ax ax R QT (— T R
+ [ae £ (z ) + ke“® (z ] £t 2T Py [2S:] — [ae (T ) + ke (z )k 1} fgﬁT Cisr [TSY]
Ry ¢St k—1 k—2
+Rf’t;T S — + 2ak [ £ +k(k—1) K P [K]dK
S? g Sy St

Cimr [K]dK.  (IA.37)

Rfm/ s ks 2<K)k (K)’” (K>k2
: , - 20k k(k—1
+ 2 Rf,HTSte t | S, + 2a S, +k( ) S,

Equation TA.37 can be combined with Equation [A.30 to compute the risk-neutral moments required
for Equation IA.6 in Remark 3 with 4, = 14,.
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IA.5.5 Risk-Neutral Moments for HARA Utility-Based Physical Moments

Proof. Proof of Remark 4. The conditional truncated moment is

n * E n
MEJT [As] = E; % (Rum,t—1 — Ryi—r)" 1a,
. E: [(—a* (R]M,t—»T/Rf,taT) - 1)17’\/ (RM,t%T — Rf’t*)T)n HAs] (IA 38)
E; [(—a* (Rmt—1/Rfi1) — 1)177] ' '
[ |

Next, we show how to compute risk-neutral moments in Remark 4 (Equa-
tion TA.7). Specificallyy, we would like to compute moments of the form

. I—y n . .
E} [<_Rfi_>TRM7t—>T — 1) (Rari—»1 — Rpsr) ]IAS]. We first apply the binomial theo-

rem to show:

E*
k Rf t—T

* 1—v
(* a4 Ry it — 1) (Rmt—1 — Rp o))" HAS:|

n 1 n—k ' 3 .
= Ly BB
k=0 "

* 1—~
(_LRMJ*}T — 1) (RM,t*)T)k HA5:| . (IA.39)
Rf,t—>T

* 1_7
So we need only compute moments of (—ﬁR M t—T — 1) (R, tHT)k I 4, in order to construct

¥
moments of ( Rf RM T — 1) (Rat—1 — Rymr)" La,. We again make use of the Carr and

Madan (2001) spanning formula (Equation IA.8) to compute these moments as functions of options
prices.

TA.5.5.1 HARA: Untruncated Risk-Neutral Moments:

Our goal is to compute:

£

* 1—y

a

<_R Ryt — 1> (RM,HT)k]
fit—T

Set the function A (-) in Equation IA.8 to

* S 1—v S k
RHARA (g _ (_ a (l)_1> (l) . IA.40
(57) Ryisr \ St St ( )
Derivatives of this function are
* * S - S k
i = 0 () (2)
v (57) =) R ors U Rpor \ S S,
k a* T
+§t <7 Ryoor (§> 1) ?) and (TA.41)
W ) = =) (g )( —(5)- )( )
vy Rf,taTSt Rf t—T St
e (e (5)) (8)
Ry pS? Ryior \ St t
Y

S
k(k—1) ( a’ (ST) )1 (ST)k 2

- °T) g o7 IA.42
e Rrior \ S, f (1A.42)
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Next, set yo = Rf;7S5;. Evaluating the function and its derivatives at values needed for Equation
TA.8 yields:

pHARA (RpisrSi) = (—a* — 1)1*7 (Rf,tHT)k )
thRA (Rf,t—)TSt) - _ (1 _ ’Y) _a (7a* — 1)*7 (Rf,z—>T)k
Ry 7St
+S£ (—a" = 1) (Rger)* ", and
t

o 2 o K 1 e\
e = e (m5s) (w5 (6)
g (e () (1)
Ry S? Ryt \ St Sy
A (= (3)-) T 6)
St Ryt \ St St

Substituting these expressions into Equation [A.8 yields:

(e ()0 (5)
Ryt \ St St
= (—a" =177 (Rpesr)”
+ (St — Ryt Se) hyf A Ry 17 S

BpresrSt o ipa +
+ REARA (1) (K — §p)* dK
0

+ / REARA (K) (St — K) T dK.
Ryf¢rSt

Taking expectations under the risk-neutral measure at time ¢ yields:

a” 1=y
( RM,t%T — 1) (RM,tHT)k:|

E; || -
’ Rf,t—)T

= (=" = 1) (Bpr)"
BresrSt o ipa
+Rf it / hEARA (K) Pyp [K] dK
0
+Rf it / hEARA (K) Cor K] K. (IA.43)
R¢ TSt

Equation TA.43 can be combined with Equation [A.39 to compute the risk-neutral moments required
for Equation TA.7 in Remark 4 when I4, = 1 (i.e., the untruncated moment case).

_Rf,tHT

1—
IA.5.5.2 HARA: Downside Risk-Neutral Moments: E; [( Rt — 1) " (Raresr)* 1,

Set the function A (-) in Equation IA.8 to that in Equation IA.40. Next, set yo = x.S;. Evaluating
the function and its first derivative at values needed for Equation [A.8 yields:

®

HARA a o k
h (zS:) = (— x—l) (z)" and

fit—T
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* * -
RHARA (49 = —(1- a (f ¢ T — 1) z)®
v (zSt) (1—=) Rroors Rt (z)

k a* 1 k—1
+—( - xz—1 T .
St ( Ry ) ()

Note that thARA (K) based on Equation IA.42 is unchanged. We can substitute these into the Carr
and Madan (2001) spanning formula (Equation IA.8) and multiply the whole equation by Iyg, <»g,}

to obtain:
(o (2)-1) 7 (%)
Rf,t%T St St {ST<zSt}

a” =
= — z—1 z)*1 2
( Rf,thf > (7) {Sr<zSt}

+(S1 — 284) by A (250) Lisyp<nsi)

- /jst hyy T (K) (K = S1) ¥ sy cas,ydK
+ / j ht AP (K (St — K) T s pcps,pdK.
Rearranging and simplifying (noting that the second integral is zero) yields:
(o () ) () v
Rt \Se S -

a* 1—v
= (- -1 s cn
( Rrooat ) (2)" Iisp<zs:)

—hEARA (28,) (zS, — Sr)T

xSt
+ / hEARA (K) (K — Sr)T dK.
0

Taking expectations under the risk-neutral measure yields:

Ef |-
¢ Rf,t—)T

a* 1—y
( Ryt — 1> (RM,tHT)k HAd:|

* 1—~
= (7 a £f1) (z)* Prob; [St < x5
Rf,tHT

—Ryosrhi A4 (28,) Pissr [2S4]

xSt
+Rf it / hEARA (K) Py [K] K. (IA.44)
0

Equation IA.44 can be combined with Equation IA.39 to compute the risk-neutral moments required
for Equation IA.7 in Remark 4 with 4, =14,.

17
IA.5.5.3 HARA: Upside Risk-Neutral Moments: E; {( o Rypir — 1) ! (RMﬂf_)T)k Ia,

- Rf,tﬁT

Set the function A (-) in Equation TA.8 to that in Equation IA.40. Next, set yo = T.S;. Evaluating
the function and its first derivative at values needed for Equation [A.8 yields:

®

1—v
RHARA (75,) = (_Ra 5-1) ()" and
fit—=T
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* * -
h AR @S = —(1- = (— - f—l) z)*
v (@S (1=2) Rroons " Rion ()

k a* ' k—1
+= (- z—1 T .
St ( Rf,t%T ) ( )

Note that thARA (K') based on Equation IA.42 is unchanged. We can substitute these into the Carr
and Madan (2001) spanning formula (Equation IA.8) and multiply the whole equation by I;g, ~zg,}

to obtain:
Ryir \ St St {57>8:}

*

a 1=
= (- T—1 ) g om
( Rf,th > ( ) {ST>TS¢}

+(Sr = TSs) hy AT (FS1) Ispsws,)

TSt
+/ hy T4 (K) (K — S1) T Ispszs, dK
0
+/ hfyARA (K) (ST - K)+ ]I{ST>ESt}dK~
TSt
Rearranging and simplifying (noting that the first integral is zero) yields:

(7= (3)-) (5) re
Ryumr \ S Sy ) TtsreTsd

a” 1=
= ( T — 1> (E)k H{ST>fSt}

B Rf,taT
+hy AR (@Sy) (ST — TS T

+ / hEARA (K (Sr — K)T dK.
zS¢
Taking expectations under the risk-neutral measure yields:

E;

* 1—v

a

(— Ryt — 1) (Rari—1)* Iisr>=zs,)
Rf,t—>T

* 1—v
= (7 ® F- 1) @)* Prob; [St > TS
Rf,taT

+Rf,t—>TthRA (xSt) Crr [TS4]

+Rf ho MY (K) Oy [K] dK. (IA.45)
TSt

Equation TA .45 can be combined with Equation IA.39 to compute the risk-neutral moments required
for Equation IA.7 in Remark 4 with I4, = 14,,.
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*

1—
k
Ryt Bt — 1) (Rar-r)” La,

IA.5.5.4 HARA: Central Risk-Neutral Moments: E; {(

The identity in Equation IA.17 implies the following identity relating the risk-neutral moments:

*

_Rf,t%T

a* 1—v
< Ryrist — 1) (RM,t%T)k:|

7Rf,t~>T

a* 1—v
< Ruyt—t — 1) (RM,t—>T)k ]IAC:|

= E;

* 1—~
* a
—E (— Ryt — 1) (sz,tﬁT)k HAd:|
fit—=T
* 1—v
* a k
- (— Rut—st — 1> (Rum,t—T) HAU:|

Rf,tﬁT

where we have made use of the definitions 4, = Ijz5,<5,<zs:) 14y = lfs,<ps,), and Is, =
Iis;>zs,)- Substituting in expressions from Equations IA.43, TA.44, and IA.45 and simplifying
yields:

E*

7Rf,t~>T

(1* 1—y
( Ryrist — 1) (R]M,tﬂT)k ]IAC:|

= (~a" -1 (Rpuor)*

* 1—v 1—v
_ ( @ . 1) (z)* Prob; [St < xS;] — ( ? z- 1> (@)* Prob; [St > TS

Rpuor " Rpior
+Ryisr (hé{ARA (xSt) Pt [2S:] — thRA (®St) Crsr [fst])
BresrSt o ipa St HARA
+Ryir RIARA (1) Py [K] dK + hEARA (F0) €y [K]dK ) . (IA.46)
zSt Ryt 7St
Equation IA.46 can be combined with Equation [A.39 to compute the risk-neutral moments required
for Equation IA.7 in Remark 4 with 14, = 14,.

IA.6 Nonlinear Least Squares Estimation of Preference Parame-
ters

IA.6.1 Data-Implied Decomposition Estimation Procedure

We would like to estimate the preference parameters 7 (), p (x5), and k (x5) at three points in the
market return space corresponding to s € {d, ¢, u}. These preference parameters are required to
compute the physical moments (via Corollary 1)°* needed to implement the risk premium decom-
position in Proposition 3. We use the relationship between physical and risk-neutral moments from
Corollary 1 to estimate preference parameters. Start by writing powers of realized excess market
returns as:

(Rmp—t — Rppsr)” = Ei[(Rympsr — Rprsr)"] + €En_>)T7S

54Recall that this relationship is based on Corollary1, Mzg’% are untruncated risk-neutral moments, and A; (zs, k, )
is a function of the preference parameters 7 (zs), p (zs), and & (zs) according to Equations 26 and 12.
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Applying Corollary 1, we can replace E; [(Rart—1 — Ry t—7)"] to obtain:

oo k . .
. * k— *(k— *
Z Z At (%a ]fJ) (Mt(—?; " MtiT])Mtgl%)

n x(n k=1j=0 n
(RM,tHT - Rf,t—>T) = Mt(—>% + : o k (k=) + 515—2T,s'
1+kz ZO)\t (x&k?j)MtﬁT]

We truncate this summation at k& = 3 for tractability. This balances truncation error induced by
choosing lower k with the fact that estimated higher-order risk-neutral moments (needed for higher

. 55 . . . . . . .
k) can be inaccurate.” Assuming the truncation error is time invariant, we can write:

k
. * n+k— *(k—7 *(n
> A (s, K, 5) ( ih=? MtL)TJ)Mt(H’Z)“>

t—T
Jj=0

Ed
10
A

(Ratist — Rppmsr)™ = af') + M) + +ep,  (IAAT)

3 k .
2 2 M kML
where we include the constant a(T7? Z: to account for the truncation error induced by limiting the upper
limit on the sum over k to be 3.°° To the extent that this error may be time varying, it will be
relegated to the error term, egn_zT Note that this can be applied to moments of any order (n), any
time horizon (T'). Recall that A; (ms, k,j) is a function of the preference parameters 7 (z5), p (zs),
and k (zs) according to Equations 26 and 12. We set x = 0.9 and 7 = 1.1 with x4 = 0.85, z. = 1,
and x4 = 1.15 in all reported results. That is, we are interested in studying risk premia associated
with down market returns less than -10%, central market returns between -10% and +10%, and up
market returns greater than +10%.

Note that we must estimate nine total preference parameters for each horizon of interest: three
parameters (7 (z5), p(xs), and k(x5)) for each of the three regions of interest (s € {d,c,u}) in
the return space. Given realized excess market returns and measured risk-neutral moments, we
estimate the preference parameters 7 (x), p (xs), and k (zs) using non-linear weighted least squares
to minimize the squared error using three versions of Equation [A.47: n = 1, 2, and 3. Each value
of n brings with it three equations: one for each set of preference parameters in each of our three
regions of interest. Therefore, we have nine total equations and sets of error terms that are generated
using Equation [A.47 in our estimation.

Since we are also interested in estimating truncated risk premia, we need to ensure that the
preference parameters satisfy the restriction that the sum of truncated physical moments equals the
untruncated physical moment (at least on average across time). This restriction can be introduced
to the nonlinear least squares estimation by considering relationships of the form

(Rat — Rpesr)”

= a,(Tn)+
3 k .
* k— *k *
X5 (ko) (MEOF (A - G2 LA g 0 144])
>l a)+ =5 — : +ef"p (1A48)
seld.en) 3% M (s k)M (4]
k=15=0

This relationship follows from Corollary 1 and the identity in Equation 28. We allow for the

5For example, see Rompolis and Tzavalis (2017), who investigate the accuracy of higher-order risk-neutral mo-
ments computed from options when the cross-section of options is limited.

%Note that all moments in Equation TA.47 are untruncated moments (i.e., M:(:% [A]). We suppress the [A] de-
pendence here for simplicity.
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relationship to not hold exactly both conditionally (through inclusion of 5§n_>)T
across time (through the inclusion of ag,? )). We do not require the relationship to hold exactly
conditionally due to the use of slightly different data from options prices when computing truncated
moments relative to untruncated moments (see Internet Appendix TA.5.1.1 for a description of how
these moments are computed using option price data). With n = 1, 2, and 3, Equation IA.48 adds
three additional equations and sets of error terms to include in the estimation.®”

When minimizing the sum of squared errors implied by Equations [A.47 and A .48, we weight the
error terms by the inverse standard deviation of the left-hand-side time series associated with each
equation (i.e. the inverse of the standard deviation of (Rar¢—1 — Ryfi—7)"). We do this because
the volatilities of each left-hand-side variable are naturally of a different magnitude for different n
values. We would like the error terms associated with equations having different n values to have
approximately the same weight in the least squares minimization, which is effectively achieved using
this weighting scheme.

The final ingredient in our estimation comes in the form of a Ridge-type penalty on the estimated
preference parameters. That is, in addition to the sum of squared error terms from the twelve sets
of restrictions discussed above, we add an additional term of the form

) and on average

o= or > | @)+ or (@) + ke (2)? (TA.49)
se{d,c,u}

where ¢ is a tuning parameter. We add this penalty to the squared error objective function for esti-
mations at each horizon, T'. We include the parameter horizon dependence here explicitly for clarity.
We include the penalty term since the right-hand-side risk-neutral moments are highly correlated.
This can induce excessive noise in the preference parameter estimates (see Hastie, Tibshirani, and
Friedman, 2009, pp. 63-64). Adding a small penalty of this form can help reduce variance in the
estimated parameters without increasing estimation bias much. We select the tuning parameter,
¢, using a standard approach. We apply a 10-fold cross validation to the estimation and find that
the test error is approximately flat for tuning parameter values below 1073. We select a moderate
value of ¢ = 2 x 1075 across all horizons to mitigate estimation bias induced by the penalty.

Given these ingredients, we estimate preference parameters separately at each horizon of interest
(30, 60, 90, 180, and 360 days) by minimizing an objective function that sums squared errors from
the 12 sets of equations described above (Equations TA.47 and TA.48) and the penalty term in
Equation TA.49 using daily data from January 1996 through June 2019. We then use these preference
parameters to compute risk premia according to Proposition 3 (and using Corollary 1 to estimate
physical moments).

IA.6.2 Possible Estimation Bias in Estimated Parameters is Likely Small

Our NLS estimation strategy described above uses powers of realized excess market returns to the
power n as proxies for physical moments, expressed as

(Ratgor — Rpoosr)" = Ey[(Rapgor — Rppor)] + "y with n = 1,2,3

5"We could also include equation restrictions related to individual truncated moments (i.e., expressions for
MEQT [As] according to Corollary 1 and using (Rast—1 — Ryft—71)" L4, as realizations in the left hand side of Equa-
tion TA.48 (without the summation). We choose not to use these since there are not many instances where I4, =1
nor are there many instances of T4, = 1 in the data (i.e., the extreme market events for which we are interested in
estimating risk premia) are not often realized in the data.
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where Rps; 7 is the market return from time ¢ to T, Ry; .7 is the prevailing risk-free rate ob-
servable at time ¢, E; [(Rar¢—7 — Rf,t%T)”] is the physical moment of interest, and €§Z)T is un-
forecastable noise given information at time ¢. A concern with (Rar¢—r — Ryi—r)" as a proxy
for B¢ [(Ray—1 — Rys—7)"] is that it may introduce bias to our estimated preference parameters
T (xs), p(xs), and k (x5) due to the noise, 5§Z)T'

To address this concern, we implement the following simulation procedure to help understand
whether our estimation strategy introduces bias in our parameter estimates. There will be some
bias induced by the ridge-type penalty function, so we set the tuning parameter, ¢, to zero in
this case so that known bias induced by this technique does not affect results in our analysis. On
a side note, recall that we follow standard methods for identifying an optimal tuning parameter to
balance the standard variance-bias tradeoff in our main estimation (see, e.g., Hastie, Tibshirani, and
Friedman (2009, pp. 63-64)). Given this slight modification from our main estimation procedure,
the simulation procedure described below will capture potential bias induced by using noisy proxies
for the physical moments in which we are interested as left-hand-side variables.

The simulation procedure is as follows:

1. Assume that Corollary 1 describes the true data-generating process for physical moments.
Choose preference parameters for this data-generating process. For this step, we assume that
the preference parameters are given by our estimated values reported in Table 1. This is
innocuous to your concern, since your concern is that given this expression for physical mo-
ments, using noisy proxies to estimate the preference parameters leads to biased estimates of
the parameters.

2. Given observed risk-neutral moments (computed from option prices) and the assumed param-
eters from Step 1, construct the implied conditional physical moment time series according to
Corollary 1 needed for our NLS estimation procedure. Note that for each simulation described
below, we use the same risk-neutral and physical moments, which is different from in our main
bootstrap procedure used to estimate confidence intervals on our estimated preference param-
eters. This is since, in the current exercise, we are interested in how random noise in the LHS
variables might affect preference parameter estimates rather than time series sampling, as in
our main bootstrap procedure.

3. Randomly sample error terms from the empirical error distribution given the computed phys-
ical moments and the observed powers of realized excess market returns to the power n (i.e.,

the 5§n_>)T from our main parameter estimation described in Internet Appendix TA.6.1) and
add the randomly sampled errors to our computed physical moments from Step 2. At each
date we sample a new error term from the empirical distribution and add it to the condi-
tional moment. This provides a simulated proxy for our LHS variable, which is the sum of
the true physical moment plus noise sampled from the empirical (ex-post) noise distribution.
We could have also solely used random noise sampled from normal distributions, for instance,
but we wanted to use noise from the empirical distributions in case any non-normalities affect
the potential estimation bias. In unreported results, we find that using noise sampled from
normal distributions yields similar results to those we report herein when sampling from the
empirical error distribution.

4. Use our NLS procedure to estimate the associated set of preference parameters given the
moments plus noise sampled from the empirical distribution. Importantly, we verified that
this procedure reproduces the original preference parameter estimate when no noise is added,
as expected.
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5. Repeat Steps 3 and 4 10,000 times to construct parameter distributions, and compare these
to the true (assumed) parameters.

Results are provided in Figure IA.16, which plots the parameter distributions (blue histograms)
along with the true parameter values (red vertical lines) when assuming that the true parameters
are given by our estimates from Table 1. In almost all cases, results indicate no appreciable bias in
our estimated parameters due to noise in the left-hand-side variable that we use for estimation. See
reported simulated parameter means and medians reported in the figure legends. There are a few
cases in the restricted parameter-based simulation (Figure IA.17) that appear to have some bias
(see the k-related simulations in Panels (c), (f), and (i)). However, this is likely due to the highly
skewed nature of the parameter distributions and the fact that we may not be accurately capturing
this skewness. Even with 10,000 simulations, the right tails of these distributions appear sparse.
Even if there is some small bias in our parameter estimates, results in Internet Appendix [A.3.5
(“Effects from Modifying 7 (x5), p(xs), and k (z4)”) indicate that our main conclusions would be
unchanged due to changes in the parameter values even larger than the potentially small bias in
some parameter estimates indicated by the analysis in this section.

Figure [A.17 provides results when we repeat this simulation procedure assuming that preference
parameters are the same as those in our restricted decomposition from Internet Appendix [A.3.9
(“Data-Implied Decomposition Using Restricted Preference Parameters”), which are consistent with
economic theory (i.e., 7 (xs) =1, p(xs) = 2, and k (z5) =4 Vs € {d,c,u}. Conclusions are similar
to those when using our estimated preference parameters from Table 1.

In summary, this analysis indicates that there is likely very little bias in our parameter estimates
induced by noise in the left-hand-side variables that we use in our estimation strategy. Furthermore,
to the extent that there is some small bias, it is unlikely to affect our results in a meaningful way.

IA.6.3 Modifications for Applying the Estimation Procedure to Represen-
tative Agent Models

In this subsection, we describe the slight modifications to the estimation procedure described in the
previous subsection that we use to apply it to representative agent models as described in subsection
5.3. First, in our data-implied decomposition estimation, we use realized market return moments
as proxies for the ex-ante physical moments. This introduces a significant amount of noise in the
data. Since we observe these exact physical moments (i.e., the first, second, and third moments of
excess market returns) in the models, we use these as left-hand variables in the NLS estimation.
Second, since this eliminates noise in our left-hand side variables, we no longer use the Ridge-type
shrinkage penalty in the estimation.

IA.7 Projection of Generic SDF onto Aggregate Wealth

In this section, we show how the SDF in any representative agent model can be approximated as
a function projected onto investor wealth. Such a projected SDF can be used to price any payoff
related to functions of returns on wealth (i.e., the decomposition components in which we are
interested). This justifies applying our data decomposition methodology (i.e., Corollary 1) directly
to representative agent models in Subsection 5.3. Note that our main model decomposition results
in Section 5 only relied on our Proposition 3, which is independent of the assumption that the SDF
can be approximated using a projection onto investor wealth (whether in the actual economy or in
the context of a representative agent model).

IA.39



Without loss of generality, we set T' =t 4+ I to be consistent with the notation in the represen-
tative agent models. Let M;_,;y1 denote the projection of the representative agent SDF on a set
spanned by aggregate wealth {1, Wt+17'Wt2+17'Wt?iH‘"}' The projected SDF, which can be written
as My_y1+1 = h (Wy4q), can alternatively be expressed as

Mt*)t+1 = h(WctRM,t—>t+1)>

where Wy, = Wy — Cp and Rps¢—s¢41 is the market return, which we use as a proxy for the return
on wealth.’® This projected SDF can alternatively be written as

M1 = g Wer Ry g—i41)

where pu; is a (potentially) time-varying variable known at time ¢. The function g (.) is defined as
g (x) = ()" h (). The constant y; can be written as

pr = Myi11 (9 WeRargsig1))

This enables us to write

M, _
w = (E [Miet]) By [Ht“ (9 (Wt Ratasee)) 1}
E¢ [Mi—t41]

= (B¢ [Myo4a]) B [(9 (WctRM,t—>t+1>)_1:| :

Thus,
I S
Bt [Misin] _ o(WeeRariorir) (IA.50)
M1 S
t g(WctRM,t—>H—1)

The inverse SDF in Equation TA.50 has a similar functional form compared to that in Equation 3.
The only difference is that g (.) is a generic function that describes the projection of a representative
agent model’s SDF onto returns on investor wealth. The inverse SDF in Equation 3 is stated in
terms of the investor utility function, U (.), since we assumed the representative investor has utility
over final period wealth. When we relax this assumption, U (.) takes on the same interpretation
as ¢ (.) in Equation TA.50. So, given the assumption that the market return is a proxy for returns
on investor wealth in a given representative agent model, we can apply our data-implied decom-
position methodology to the model. In other words, we can use Corollary 1 to estimate physical
moments in the model and use these to construct our decomposition according to Proposition 3
(as opposed to using the exact physical moments implied by the model). The fact that we find
these data-methodology—applied-to-models decompositions match the exact model-implied decom-
positions relatively well (Table TA.20), this assumption appears innocuous.

58 As in our data-implied decompositions, when we apply the data methodology to representative agent models we
make the assumption that market returns proxy for returns on wealth in the models. Although we have not verified
the correlation among market and wealth returns in each model, this can be done. This is certainly the case in models
with only one shock (such as the Gabaix (2012) and Wachter (2013) models). This is likely a good approximation
in other models as well since we find good agreement between the exact model-implied decompositions and the
data-methodology-applied-to-models decompositions (see Table 1A.20).
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IA.8 Results and Proofs Related to Representative Agent Models

Our goal in this section is to derive relationships between state variables and asset pricing moments
in each model to allow us to extract state variables at each date, and to compute the model-implied
risk premia implied by each model given state variables. The state variable extraction procedure is
done as described in the paper with related results necessary for the extraction below. Summary
statistics for extracted state variables are provided in Table TA.18.

We also evaluate model-implied decompositions at each model’s unconditional state variable
values and compare results to our main model-implied decompositions in Table TA.19. Average
risk premium levels and contributions from our main model-implied decompositions (that use our
extracted state variables) are similar to those using unconditional average state variable values
from each model (which are independent of our state variable extraction method). In other words,
even though our extracted state variables have implied processes that are slightly inconsistent with
assumed processes in each model’s original calibration, our decompositions have similar uncondi-
tional implications whether we use our extracted state variables or unconditional state variables
from each model.

The risk premia are the same as we have defined in our main draft, RP%Z)T [As] (see Equation
29). We therefore need to compute the model-implied physical and risk-neutral moments as defined

in our main draft, MEZ)T [As] and M:gl:)p [Ag] (see Equations 20 and 21). Note that in many cases
it will be easier to compute non-central market return moments rather than excess market return

moments as required in our definition of RIP’E:)T [As]. In these cases, we can use the binomial theorem

to transform non-centered moments of the market return to excess return moments according to

E¢ [(RM,t—t41 — Rpeme1)"] = i (n—nil'c)'k’ (Et [Récvl,taﬂrl]) (D" RF S s
k=0
E; [(RM,tat+l —Rpisey1)"” H{RM,Ht+1>a}} = ;:0 (n_ni;ﬂ)w (Et |:R§€\/I,t4>t+1H{RM_’t%t+l>a}]) (—1)fink R}l;itﬂ
and
E: [(RM,thH - Rf,t%tJrl)n} = Xn: (nini;g),k, (E: [Rllcvf,t%tJrl]) (‘Unik R?;in
k=0
* n . n! * k n—k pn—k
E; [(RM,HtH — Rftt41) H{RMJ%HM}] = ORI (Et [RM,HHJ{RMYHW>a}}) (D" R} 5

E
=}

Results needed to compute these moments given model state variables are provided below.

IA.8.1 Applying the Data-Implied Decomposition Methodology to Models

We present results for our data-methodology-applied-to-models (DMAM) market risk premium
decompositions in this subsection. See Subsection 5.3 for more details on this procedure. We limit
our study to those models with significant downside risk premia in the original model-implied
decompositions including the models from Drechsler and Yaron (2011), Bekaert, Engstrom, and
Ermolov (2023), Gabaix (2012), and Wachter (2013). These are likely a better approximation of
the true economy, which also features significant downside risk premia, thereby giving a better sense
of our data-implied decomposition’s ability to capture the dynamic risk premium behavior in such
economies.

Results are presented in Figure TA.18 and Table IA.20. In all cases, the DMAM risk premium
levels and contributions are highly correlated with the original model-implied decomposition time
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series.” Furthermore, the DMAM time series averages and standard deviations typically match the
corresponding original model-implied values well. This is true in all cases except for the DMAM risk
premium average level values from the Drechsler and Yaron (2011) model, which are a bit too high.
Regardless, in this case the time series are still highly correlated and match the average contributions
from the original model-implied decomposition well. Furthermore, the DMAM values do not match
the Gabaix (2012) model-implied decomposition values well, but this is the model whose model-
implied decomposition typically performed the worst at matching empirical risk premium patterns
among all models we investigate. In other words, this is not a case that would invalidate our
assertion that the evidence from this exercise implies that our data-implied decomposition is likely
to accurately reflect the true risk premium decomposition in the data given that it is able to match
the model-implied decompositions well.

TA.8.2 Linking State Variable Shocks to Risk-Neutral Moment Shocks

For illustration purposes, in this subsection we show how shocks to state variables in representative
agent models are related to the model-implied shocks to asset pricing variables of interest up to a
first-order approximation. Examples of such asset pricing variables include the log-price-dividend
ratio (log (P;/Dy), risk-neutral moments (M:(j%), physical moments (MSL)T), and so forth. Let x;
denote the vector of n state variables in a given model and assume the state variables follow the

VAR(1) process
Tip1 = p+ Bx; + Ctst—i—l, (IA.51)

where p is a vector of constants, B is a time-invariant invertible matrix, Cy is a (potentially)
time-varying invertible matrix, and ;41 is a vector of state variable shocks having generic distri-
butions with mean zero. Note that all representative agent models we investigate have state variable
processes that can be mapped into this framework.

In all models we investigate, model-implied asset pricing variables such as the log-price-dividend
ratio and risk-neutral moments are functions of the state variables. Let Y;41 be a vector of asset
pricing variables of interest and F' (x¢41) be a vector-valued function that maps the state variables,
Z¢41, into the conditional variables of interest, Y341, as

Yi+1 = F (:Bt+1) . (IA52)
A first-order Taylor expansion around the unconditional average state variable values, Z, implies

Yitv1 ~ a+J(xiy1 — @)
a+Jxiq
a+Ju+ JBxy + JCt€t+1, (IA.53)

where a is a vector of constants, @ = a+J, J is the Jacobian of F' (%) (i.e., J = VF () |;=z), and
the last line makes use of Equation IA.51. The time-t expectation of this first-order approximation

59This is true for all cases except the central risk premium level under the Gabaix (2012) model, which has a large
negative correlation with the original model-implied time series. This is likely because the original time series has a
small standard deviation, such that small deviations implied by the DMAM decomposition do not contribute much
to the overall sum of squared errors in the NLS estimation used to pin down preference parameters (see Internet
Appendix TA.6).

TA.42



of 1/;54_1 is

Ei [Yi41] ~ a+ JE;[xe44]
— a+Jp+JBz. (TA.54)

Combining Equations TA.53 and TA.54, the shocks to the asset pricing variables of interest are
approximately

Y;ﬁ—i—l — Et [Y;H—l] ~ JCt€t+1. (IA.55)

Therefore, to a first-order approximation, shocks to asset pricing variables of interest are linearly
related to the state variable shocks themselves.

If we specialize Y;41 to be the variables we use to extract state variables from models (the log-
price-dividend ratio, risk-neutral variance, and risk-neutral skewness), this implies shocks to these
variables are approximately

log (Pyy1/Dyy1) — Bt [log (Pry1/Diy1)]

M:(jzﬂ — K [MI(_%%«] ~ Jpp,m2,M3CtEt11 (IA.56)

;0 — 5 1)

where J pp, nr2,n3 is the Jacobian of a vector-valued function that maps state variables to these
asset pricing variables/moments of interest. In unreported results, we find that modeling risk-neutral
moments as AR(p) processes yields implied shock distributions that are non-normally distributed.
Therefore, for a model to match the conditional shock distribution of these asset pricing variables,
the state variable shocks must themselves be non-normally distributed. A symptom of the disconnect
between model-implied shocks to these variables of interest and those implied by the data is the
fact that the state variable processes we extract from models are often slightly inconsistent with
the originally-assumed processes in the models (see Table IA.18). Our analysis indicates that this
disconnect is potentially worse for models whose state variable shocks are normally distributed.

These results have two direct implications for building representative agent models that better
fit the data (in particular, that better fit our risk premium decomposition and risk-neutral moment
processes implied by the data). First, state variables must have non-normally distributed shocks
whose distributions are chosen to be consistent with the risk-neutral moment shock distributions
implied by the data. Second, using our conditional risk premia as moment targets when calibrating
future asset pricing models can help pin down the preference parameters (which determine J) and
parameters associated with these non-normally distributed shocks.
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IA.8.3 Risk-Neutral Moments when the SDF and Returns are Log-Normally
Distributed

The following analysis will be useful for deriving some results related to representative agent models.
Without loss of generality, set T'=t + 1. Note that

log (Ef (Rt14+:)) = log (Et (MRZLMJA))

E¢Mist41

log Rft—t41 + log (BeMy—si41 RY i1 1)

log R¢,t—t+1 + Etlog (Mi—i41) + nE¢log (Re—st41) + %VARt (log My—+41)

+2V ARlog Rii4 1 +nCOV, (log My—14 1,10 Riyii1)
which simplifies to
log (Bf (Ri141)) = logRyiiv1 +Eilog (Missey1)+ %VARt (log My—1q1) + %VARtlog Riyit1
+n(E;log (Ri—t+1) + COV; (log Mi—t41,l0g Re—t41)).

The Euler equation E, M4+, = ﬁ allows us to write

1
—log Ry t—t+1 = E¢log (My—e41) + §VARt (log My—t+1)
Thus,
log (Ef (Ri141)) = n(Bilog(Ristys)+ COVy (log Mysit1,log Risit1)) + %VARtlog Risiyr -

Under the log-normality assumption, the Euler equation E;M; .4 Ri—++; = 1 can be expressed as

Eilog (Mi—t+1) + Eilog (Rimsiy1) + éVARzlog Riyiy1

+%VAR1‘, (log My—44+1) + COV, (log My~ 41,l0g Ri—e41) = O.
The above expression is equivalent to

—log Ry itse11  +Eilog (Risiys) + éVARdOg Ri i1+ COV; (log Mity1,log Risiy1) = 0
which simplifies to
E;log (Rt—>t+1) + COV, (log M; ty1,log Rt—>t+1) = log Rf7t~>t+1 - éVARtlog Riiys.

Finally

log (Ef (Rfs14+4)) = mlogRpeoir + "2 VAR log Riigr - (IA.57)

TA.8.4 Truncated Moments of a Log Normal Distribution

The following lemma will be useful for deriving some results related to representative agent models.

Lemma IA.1. Assume that a random variable log X follows a normal distribution, from Lien (1985),
it follows that

E[XIxso=(N [di1]) exp (E (log X) + %VAR (log X))

TA.44



with
VAR (log X) + E (log X) — loga

VAR (log X)
82 = 81 — \/VARt [logX].

TA.8.5 Long-Run Risk Models

Solving the representative agent problem via indirect utility, Epstein and Zin (1989) show that the
SDF has the form

dy

and

<l

Co1\ % (-
MHtH:a@( gl) RS0, (IA.58)

where Cyy1 is the consumption level, 4 is the time discount rate, and R ;41 is the gross return on
aggregate consumption. The parameter § = (1 — ) / (1 — i) where 7 is the risk aversion parameter

and v is the intertemporal elasticity of substitution (IES). This is the utility specification used by
all models in this subsection.

TA.8.5.1 Bansal and Yaron (2004) and Bansal, Kiku, and Yaron (2012)

The economies in both Bansal and Yaron (2004) and Bansal, Kiku, and Yaron (2012) can be
described by the following time series

Aciy1 = e + Tt + GeONe i1,
Tip1 = PTt+ PrOiNe i1,
oty = o (1—v) +v07 + dowiy1,
Adir1 = pg+ ¢ + GaoiNd 41 + Pd,cOtNet+1, (IA.59)

where e 141, Mz, t+1, Ndt+1, and w1 are ii.d, Acg4q = log Cé—tl is the log consumption growth, and

Adir1 = log Df)—:l is the log dividend growth. The Bansal and Yaron (2004) model obtains when

¢d,c = 0. In both models, o? drives uncertainty in the economies. There are two state variables in
each model: z; and o?. Given this setup, we show the following results.

Main Results

Result TA.1. Given the state variables x; and o?, the Bansal and Yaron (2004) and Bansal, Kiku,
and Yaron (2012) model-implied log price-dividend ratio is given by

P,
log Ht = A07m + Al,mxt + A2,m0t2a (IA60)
t

and the risk-neutral market return variance s given by
MG, 4] = exp (A + Al + A3'07) — exp (24 + 247z; + 24707 . (IA.61)

The coefficients Ag m, A1 m, A2.m, A(s]q, A% and A3 are defined below.

Proof. See below. |
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Result IA.2. The conditional non-central physical moment and non-central truncated physical mo-
ments of the market return are

2
E; [RnM7t_>t+1] exp {TL]Et [log R]y[,t*)prl] + %VARt [log R]\/I,tA)tJ»l]} s

2
Ey [RF\LLHHJI{RM,,HN}} N [dy ] exp {” (E: [log Ras,t—e41]) + % (VAR [log RM,HtH])} ;

and du — n? (VAR [log Rar,t—t+1]) + nE¢ [log Rari—it1] — nloga,
’ n\/VAR; [log Razt—41]
where
B¢ [log Rari—se1] = AG + A"z + AS07 and VAR, [log Ras,eser1] = Ag + AVo?
Further
N WQ,n] =P, [nlog Rart—t+1 > nlogal
where

da,n = di,n — ny/ VAR, [log Rast—t41)-

All parameters are defined below.

Proof. See below. |

Result TA.3. The conditional non-central moment and truncated non-central moment of the market
return under the risk neutral measure are

(n—1)

E; [Rxl,tat+l] = exp <TL log Ry t—st+1 + L VAR, [log RM,t—>t+1]) .

E: [RXI,tﬁ»HlH{RM,thH>a}] = N [El‘n} E; [RRLMHL
where )
—x A, Ay, —logar,
dy, =ttt 2
A’/,L,tAn,t
and
logal, = A AL, (A AR,) " (nloga — uf,)
with
po? = Aom + Avn + Az oy,
A;,t = [Asnot, Auno, Aspn, Agno],
phy = nA{ +nA{"z +nAs o7,
A,Ifjt = [nK1L,mALmP20t, NPd,c0t, NELmA2mPo, NPaot] .
Further,
oy =dip — /A At
and

E: [H{RM‘t%t+1>a}i| = N [EQJL] .
All parameters are defined below.

Proof. See below. |

Derivations and Proofs We can use the Campbell and Shiller (1988) approximation to write the
log gross return as
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log Ra,t—t4+1 = Ko + K12t41 — 2t + Ace41,

where 2z is the log price-consumption ratio and

ko = log (1 + eg) — K1z and K1 =

The log price consumption ratio follows

z¢ = Ao + Arz + A20't27

where

(log5 + (1 — i) Ue + Ko + K1 AT 1-v)+ %9 (K1A2¢0)2)

Ay = , (1A.62)

(1 — Ii1)
1— 41
_ v
A = p— (IA.63)
2

10(1-2) 62+ 0(maig,)’

Ay = = . (TA.64)
2 1— kv

The proof of these coefficients Ao, A1, and A, are given below. Using the Campbell and Shiller (1988)
approximation, the log market return can be written as

log Rat,t—t4+1 = Ko,m + K1,mZm,t41 — Zm,t + Adit1, (IA.65)

where ri41 = log Rat—st+1, 2m,: = log (Si/D;) is the log price-dividend ratio and d;41 is the dividend
growth. The price dividend ratio is

Zm,t = AO,m + Al,mxt + A2,mat2~ (IA66)
where
1 fig + 0logd — (1 — 0) ko + r0.m + (1 — 0) Ag (1 — k1) + (_% _(1_9))”,0
Aom = A (IA.67)
(1= k1m) +{-(1—0)k1A2 + K1, mA2m} T2 (1 —v) + 2 (= (1 —0) k1 Az + K1,mA2,.m)? 2
_1
Alm = u (TA.68)
1- R1,mpP
1 _ 0 _(1_— 2 1 (1 _ 2,2
ho = 5 (da.c = Foe = (1=0)6c) + F(rumArm = (1 =0 A6 | (169)
(L= #1,m2) (1= 0) Ay (1= mav) + 102
We also show that the log risk-free return is
log Ry = Al + Al'z, + Ao} with | (IA.70)
. 0logd —vpe — (1 —0) ko + (1 — k1) (1 — 0) Ao
AT = , (IA.71)
—(1-0)rmAd (1—v)+1(1- 0)® K2AZp2
AT = {4+ (1-rmp (1-0) A}, (IA.72)
r 1 1
A = — {(1 —rv) (1 —0) Az + 57%3 +5 0= 0)* m%fﬁ&} . (TA.73)

where the proof of A, A}, and AY are is given below:
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Proof of the A Coefficients. Observe that
log Miy1 + log Ra,t41

0
(9 logé — aACtJA —(1-10)log Ra,t+1> + log Ra t+1

0
= flogé + (0 — E) Acit1 + (Oko + Ok12¢e41 — 02)

{6’10g5 + (9 - g) pe + Oro + 0k1 Ag + Or1 Aoz (1 — 1) — GAO}

0 0
+ { (9 — J) + O0k1A1p — 0A1}xt + (9 - J) PcOtNe,t+1
+0Kk1A1G020tNe 141 + {9K1A2V — 0142} O't2 + 0k1 Aspowit.

Therefore, the log of the expected value of M1 Ra t—i11 18
log (E [Mi—t+1Rat—e41]) = { flogd + (9 — %) e + Oko + OKk1 Ag + Ok1 AxT> (1-v)—0A0+ % (9&1142(]50)2 }

+ { (9 — %) +9I€1A1p— 9141}1‘,5.

2
+{ 1(0-5) 62+ 5 (9m14160)° + (Or1 Av — 042) }"*2

Thus, the Euler equation E¢M; ;11 Rat—:+1=1 implies

{ 010g6—|—(9—%)/10—}-9/104—(/{1—1)9Ao—|—9/£1A252 (1= v) + L (0r1426,)> } =0
60— §+91€1A1p—9141 = 0
P
_ 1(g_0) 421 2 -0
Or1 A — 0Az + 3 (0 w) e+ 5 (0k1A195)

which implies

{ log & + (1 — i) e + Ko + k1 A2 1-v)+ %0 (/ilAgd)g)Q }

A =
0 (1-/6]_) )
1—1
A = -
! 1—r1p’
2
10(1- %) 02 +0(mAig,)?
Ay = = .
2 1—kip

Next, note that

0
log My—s¢+1 + log Rar,t—t4+1 = Ologd — EACH-l — (1 =0) (ko + K12t4+1 — 2t + Actt1) + Ko,m + K1,mZm,t+1 — Zm,t + Adiya
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which simplifies to
log Mi—¢4+1 +log Ry t—st41
0logd — (1 —0) ko — (1 —0) k1 Ao + (—% -1~ 9)) pe+ (1= 0) Ag + Ko,m + K1,mAo,m — Ao,m + fia

+ {— (1 — 9) K/1A2 + K/l,nLAQ,'m} {E2 (1 - V)}
+{ — 5= =0)+(1=0) A1+ ¢— A + (F1mArm — (1= 0) k1 A1) p }mt

0
+ { (_J — (1 — 9)) ¢c0t + (bd,cai} Ne,t+1 + { (— (1 — 9) K1A2 + ’fl,mAZm) v+ (1 - 0) Az — AQ’m } Ut2
+{k1,mAr,m — (1 = 0) kK1 A1} pootNe g1 + {— (1 — 0) K1 A2 + K1,mA2.m } Powit1 + Ga0tNd t41-
Thus the quantity below
flogd — (1 — 6) ko — (1 — 6) k1 Ao + (—g (- 9)) fie + (1= 6) Ao + Kom + KimAom — Ao + fa

+{-(1—-0)k1A2 + K1,mA2.m} {52 1=} +3(—(1—-0)rAr+ K1mAzm)? ¢2
+{ —%—(1—9)4—(1—9)141—Al,m-l-{—(l—@)lﬂAl+f€1,mA1,m}p+¢ }xt
L(-2 1-0)6.) + 1 A 1—0)r141)° ¢2
n 5(_E¢c+¢d,c_( - )(bc) +§(K/1,m l,m_( - )Kl 1) (bz 0—2
.
+(1—0) Az — Az + (KimAzm — (1 — 0) k1 A2) v + 13

is equal to zero. This implies that

| ) ud+010g6—(1—9)/@0+/i0,m+(l—0)Ao(1—/i1)—|—(—%—(1—9)),%
0,m = -~
’ 1—FKim
( m) +{=(1=0)k1As + K1.mA2m} 5> (1 — V) + % (—(1—=0)r1A2 + K/l,mAZm)Q @2
_ 1

Avm = u

1—K1,mp
A - I, ) 2 2 2 1,2

2m T A k) | 2 (¢d,c —gPe—(1-0) ¢c) + 5 (FrmArm — (1 —0)k1A1)" ¢z + (1 —0) Ay (1 — kav) + 595 (-

Now, observe that:

log Ryvt—st+1 =  Koym + K1,mZm,t+1 — Zm,t + Adig1

er er er 2
= Ag +AT 2 + A 07 + K1,mAL,m a0z i+1 + K1,m A2, mPowir1 + GaoiNa,t+1 + Pd,cOtNe,t+1

with
AY = Kom + (Kim — 1) Aom + pd + K1,mAo,ma (1 —v),
AT = (kimp—1)A1m + 6,
Agr = (H/ly,my — 1) A2’m.
Therefore,
E: [log Rart—it1] = AF + A s + AS o7
and
VAR, [log Rart—e4+1] = Ag' + AY'o?
with
Agr = K/%,mAg,md)?c
A = WA $ 0+ D
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Thus,
2
B [Riramea] = xp (n (5 + A7 + A50) + - (417 + AY'oH)

Now, let us find the risk free rate.

log My—t41 = 0Ologé — %A6t+1 — (1 —0)log Ra,t—t+1
= 010g5+{—g—(l—@)}uc—(1—9)1@0—(1—9)51140—(1—0)/{114252(1—1/)—&—(1—0)140
+{—%—(1—0)—(1—9)51A1p+(1—H)Al}xt—l—(1—&11/)(1—0)1420,52
+ {—% -(1- 9)} Geoinet+1 — (1 = 0) K1 A1¢e0tNe,t41 — (1 — 0) K1 A2dowiir.
Thus
—logRsisei1 = Ologd+ {—g -(1- 0)}uc —(1—0)ko— (1 —0)k1Ag — (1 —0) k1 As7” (1 —v) 4+ (1 —0) Ao

+{7% C(1-0) - (1-0) mAip+ (1 79)A1}azt+ % (1-0)* k1 A367

2
+{ (1ﬂly)(179)A203+%(757(179)) 202 4 1 (1 0)® k2 A2¢207 }

This simplifies to

IOg Rf,t—>t+1 = Asf + Aﬁfl't + Agfo_?

with
_0 _(1_ —(1— —(1—
A o 910g5+{ o (1 0)}uc (1—6) ko — (1 — 6) k1 Ao |
—(1=0) k1A (1 —v) + (1 — 0) Ao + 5 (1 — 0)* k1 A3¢2
. 0
Alf = 7{7@*(1*9)*(1*9)/{1A1p+(170)A1},
ot 1/ 6 Pl 2 2,20
Ay = -— (1—n1y)(1—9)A2+§ —a—(l—ﬂ) ¢C+§(1—0) KIATdy ¢ -
|
We now provide a proof of Result IA.1.
Proof. Proof of Result IA.1. From Equation IA.57, it follows that
log (E7 (Ririmi11)) = 210g Rypoer1 + VAR:IOg Rar, et 1
which simplifies to
log (Ef (Ririie1)) = (260 + A57) + 2870, + (283 + AY") of
since
log Rytosir1 = A + Alfz; + Allo?
and
VAR, [log Rartsi11] = Ay + A o7
Thus,
VAR] [Raruoir1] = exp (AS + A%z, + A3%07) — exp (m{f oAy, + 2A§fo$) . (IA.74)
with

AL = 2A5 + AT, AT = 2AT. AST = 245 + AY".
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Next, from Equation [A.66, the price-dividend ratio is of the form

log % = Aom + A1,mxe + Ag,maf. (TA.75)
t
Combining Equations TA.74 and TA.75 ends the proof.
|
Next, denote
N log Rft—t+1 + 0logd — ype — (1 — 0) ko + nko,m + npta + (Ki,m — 1) ndo,m
0,n =
-+ (1 - lﬂl) (1 - 9) Ao + (nm,mAgym - (1 - 9) IilAQ)EQ (1 - l/)
A = =y né+(1—0) A1 (1= k1p) + (5rmp — 1) nd1m)
Az,n = {(17!{11/) (1 *0) A2 +n(/€1’m117 1) Az,m}
A3,n = (n’fl,mAl,m(z)x - (1 - 9) "ilAl(ZS:c)
Ayp = (n¢d,c - ’Y¢C)
As,, = (nEimAzmdpe — (1 —0)k1A205)
Agn = nog
and
A(e)r = Kom *+ (l‘il,m - 1) AO,m + pa + K/l,mA2,mEQ (1 - V) 5
AT = (Kimp— 1) Arm + 6,
AT = (kimv —1) Az m,
AT = K1AD .67,
A = RIALLGL 4 G0+ e
We now provide a proof for Result TA.2.
Proof. Proof of Result TA.2. Observe that
2
Et [Riri—e+1] = exp <nEt [log Ras,t—t+1] + %VARt [log RM,HtH])
with
By [log Ravt—se11] = A§ 4+ Af e + AS o7 and VAR, [log Rari—e1] = Ay + Al o} (IA.76)
Now we will provide the formula for
E; [Rxlvt*’t+1]l{RM,th+1>a}i| = E; [eXp (Tl log RM,t—>t+1) I[log Rpr¢—5t41>log a]
= E;[exp (nlog Ry t—t+1) |1og Rart—iq1 > loga] Py [log Rari—iy1 > logal
We then exploit Lemma IA.1 and show
E¢ [exp (nlog Ras,t—t+1) |1og Rat—i+1 > loga] = Eqexp (nlog Ra,t—i+1) |[nlog Rasi—it1 > nlogal
exp [N [log Rar.ioe] + %5 VAR: l0g Rariosi1] | N [d1,0]
N N IEQ,n]

where N [d2,n] = P¢ [nlog Rar,¢—e+1 > nloga) and

_ n®VAR, [log Ras,t—t+1] + nE¢ [log Rarise41] — nloga
’ n+/VAR, [log Ras,t—t+1]

dom = dinm—n/VAR; [log Ryt ti1)
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and N represents the CDF function for the standard normal distribution. Thus,

exp [n (A5 + ATz + AS'0F) + % (AY + AY0F) | N [d1,0]

Eq [RM’tﬁt+1H{RM,tﬁ»t+1>a}] = N IEZ,n] N [dQ,n]
where
¥ _ n? (A‘O’r + A‘l’raf) +n (Agr + ASxy + Agraf) —nloga
1,n -
ny/Ay + Ay o?
82,71 = a1,77, _n\/A\O’r +A\1’r0't2
[ |
We now provide a proof of Result IA.3.
Proof. Proof of Result IA.3. Observe that
* n Mt%t#»l n :|
E; R =E|=—R
t [ M,t—>t+1] t [Et Mioird] M, t—t+1
We then show:
M1 n B 0
log ( = Riiser1 )] = logRpemipr +0logd+q—— —(1—0) ¢ Acesr — (1 —0) ko
Ey [Mi—t41] G
— (1 =0) k1ze41 + (1 — 0) 2zt + nkom + NE1L,mZm,t+1 — NZm,t + NAde41
and
Mtﬁt+1 n 2
log | 7R t—t+1 = Aon+A10x + A2 00 + A3 n0Net41 + Aunoineir1 + As nwir1 + A6 noend, 41
E; [MtatJrl]
with
N log Ry t—t41 + 01logd — ype — (1 = 0) ko + nko,m + npta + nk1,mAo,m — nAom
0,n =
— (1 — 0) IilA() + (1 — 9) Ao — (1 — 9) l{lAQEQ (1 — l/) + nlil’mAzmeQ (1 — V)
Ay = { v+ n¢p—nAim+(1—0)A1 — (1 —0)k1A1p+ nk1,mAi,mp }
Arp = { —(1=-0)k1Asv+ (1 —0) A2 — nAzm + nk1,m Az mv }
AS,n = n/il,mAl,m(ﬁz - (1 - 6) KJIAl(ZSz
A4,n = n¢d,c - ’Yd)c
A5,n - - (1 - 9) HflAQ(z)o' + n’il,mAQ,szo'
Aﬁ,n = ’I’L¢d.
Thus
® n M1 n ) z,0 4
logE; |R = lo — R = n’ + An z,c,w
g Lt [ ]M,tﬁtJfl] g (Et M1 M,t—t+1 Pt N ,c,w,d
where
Lot = Aon+ Arnze 4+ As ot
A'In,t = [A:s,nat,A4,n0t,A5,n,A6,nUt}
Ne,cw,d = [D,t415 Me,t415 Wit1,7d,t+1] -
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Further, from Equation IA.57, we can also infer that

* n - 1
E; [RM,thle] = exp <n log Ry ¢—st4+1 + %VAI& [log RM,t—)H—]]) .

Next, recall that
log Rypst+1 = Ay + ATz + ASo? + K1,m A1, mPs0tNe,t41 + K1,mA2,mPowit1 + Pa0tNdt+1 + Pd,cOtNe,t+1
which simpliﬁes to nlog Ry t—t41 = ,uff’t + Aff:mm,c,w,d with
e = nA§ +nATz +nAS o}
AZ‘; = [nK1L,mALmPz0t, NPd,cOt, MK mA2,mbo, NPa0t]

Then
(n—1)

Et* [R’]r\bif’tqt+1] = exp <’I’L log Rf7t*>t+1 + n VARt [lOg RMyt*)t+1]> .

Now let us compute

* n _ Mt4t+1 n
E; [RZVI,t—>t+1]I{RM7t_M+1>a}:| = E {7& [Mt_)H_l]RM,t—>t+1]I{RM‘t_,t+1>a}:|

= €xp (:u'i:(tj) E: [(EXP (An,tnzm,w,d)) H{#s‘t+A5/tﬂz,c,w,d>"10&‘1}]

T (G ) IR

Now observe that

H{Aﬁ,mg,c,w,d>(loga)*ug,t} = H{A/ AR(AR AR) T AR 1y o 0 a>Ar, AR (AR AR) ! ((nloga)—uk )}

Nt

H{A;,t"w,c,w,d>logaz}'
’ ’ -1 .
with logay, = A, Ar, (AS,tAg,t) (nloga — py,). We then exploit Lemma IA.1 to show

o

B 8] = 50 0005 o (8ot e) )]

Thus
* n x,0 5% 1.
E; [RM,tatHH{RMJHHl>a}] = €xXp (Hn,t ) N [dl,n] €xXp <§An,tAn,t>

’
—x Ay, tAn,t—log ay —x —x [ —x
Where dl,n = T aIld dQ,n = dl,n - An,tA”ﬂ,t and E: [H{RM,tﬁt+1>a}i| = N |:d27ni| .

n,ton,t

IA.8.5.2 Bollerslev, Tauchen, and Zhou (2009)

Bollerslev, Tauchen, and Zhou (2009) use the Epstein and Zin (1989) SDF and approximate Ry t—¢+1
in Equation IA.58 by the market returnRs ¢—¢+1. They set up an economy governed by the following
time series

Gi+1 = diy1 = pig+0g1Zg 41,
Tgri1 = o+ Po0yy+\/QZos1,
qi+1 = aq + qut + ¢q\/q7zq7t+1 (IA??)
where g¢y1 represents consumption growth. There are two state variables in their framework, ag’t

and q;.
Bollerslev, Tauchen, and Zhou (2009) build a model that combines stochastic volatility with
Epstein and Zin (1989) preferences to provide a theoretical foundation for the empirical fact that
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the variance risk premium can be used to forecast market returns at short horizons. Their model
includes two state variables (U;t and ¢), so we use log (P;/FE;) and M:(jéﬂ to extract implied state
variables at each date using Result IA 4.

Summary statistics for the extracted state variables can be found in Table TA.18. Average state
variable values are similar in magnitude to and fall within the confidence intervals implied by
the calibrated model. Data-implied 037,5 and ¢; standard deviations are higher than those implied
by the models and fall outside the model-implied confidence intervals. The data-implied ait (9¢)
autocorrelation is lower (higher) than the model-implied value.

Given values for the data-implied state variables, we can compute the physical and risk-neutral
moments necessary for the risk premium decomposition using model-implied moments from Results
TA.5 and [A.6, which can be found below. Table IA.21 provides summary statistics for the market
risk premium decomposition and Table TA.22 provides the average difference between the data-
implied risk premia and those implied by the Bollerslev, Tauchen, and Zhou (2009) model. The
risk premia implied by Bollerslev, Tauchen, and Zhou (2009) are quite surprising. For instance,
the total risk premium is often negative. We confirm that this also happens in the simulated
model in approximately 44% of the simulated values. We also find that the data-implied risk
premium standard deviation is quite high at about 145% (annualized), which is higher than the
model-implied value of 19% and is likely caused by the relatively high data-implied state variable
volatility compared to the model-implied values. Despite the high fraction of negative values, the
unconditional risk premium implied by the simulated model is more reasonable at 8.67%. This is
slightly lower than the average risk premium implied using extracted state variables (10.71%),%!
although the discrepancy is small relative to the risk premium volatility based on our extracted
state variables. Unconditionally, the central risk premium contributes about 80% of the total risk
premium, although the contribution varies significantly over time. For instance, during the 2008
Financial Crisis, the upside risk premium actually contributed up to almost 90% of the total risk
premium. During the Dot-com bust, the total risk premium implied by the model actually becomes
negative, and the downside risk premium actually comprised approximately 90% of this premium.
That is, the model implies that during this period investors were willing to accept negative expected
returns for exposure to downside risk.

Main Results Given this setup, we show the following results.

Result IA.4. Given the state variables ag’t and q, the Bollerslev, Tauchen, and Zhou (2009) model-
implied log price-dividend ratio is given by

P,
log 7t = AO + Ao'o';t + Athv (IA78)
Dt ’

and the risk-neutral market return variance is given by

M:(jzﬂ [A] = exp (]B%‘Zq + Biqag?t + IB%‘;qqt) — exp (Agf—i- Affait + Agfqt> . (TA.79)

The coefficients Ag, Ay, Aq, BL, B, and B! are defined below.

50This finding is consistent with related issues documented by Bekaert, Engstrom, and Ermolov (2023) with respect
to the Bollerslev, Tauchen, and Zhou (2009) model.

51This discrepancy is primarily caused by the fact that the extracted state variables are more volatile than the
model-implied state variables. Since the risk premium is related to exponentials of functions that are affine in state
variables, Jensen’s inequality effects cause the risk premium based on our extracted state variables to be higher than
that implied by the simulated model using the state variable processes from the original calibrated model.
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Proof. See below. |

Result IA.5. The conditional non-central physical moment of the market return is
2
Et [RTI\L/I,t%t+1} = exp (nEt [log RM,t—»t-‘—l} -+ %VARt [lOg RM,t—>t+1]) .

where
E: [log RM,t—>t+1] = Ko+ K1Ao — Ao+ K1Asas + K1Agaq + g
+ (k1poe — 1) Avaﬁ,t + (k1pg — 1) Aqqu

and
VAR, [log Rari—i41] = (k140)% @ + (k1 Aqdg)” @ + o s

Using Lemma [A.1, the conditional non-central truncated physical moment of the market return is

nlog Ry t—st41
Et [6 H{nlogRM’th+1>nloga}
2

= (exp {N]Et [log Ras,e—e41] + %VARt [log Ras,e—se+1] }) N [di]

E; [RXI,tat+1H{RM,tﬁt+l>a}]

where ,
I — nE; [log Rat—t+1] + n“VAR, [log Rar,t—e+1] — nloga

N ?’L\/VARt [log RM,tatJrl}
with dz = di — n\/VAR; [log Ri11]. All parameters are defined below.

Proof. See below. |

Result IA.6. The conditional non-central risk neutral moment of the market return is

(n-1)

E; [Riri—e+1] = exp {nlog R emreir + = 5 VAR [log RM,HtJrﬂ}

The conditional non-central truncated risk neutral moment of the market return is
B} [Ririenl | = N @] exp | AT AT
t Jt—t41 {Rlvl,t—>t+1>a} 2 t t

where )

7 - AT f/\(nlogafASVt)
' VA

and dz = dv — /N A All parameters are defined below.

Proof. See below. |

Derivations and Proofs
We can use the Campbell and Shiller (1988) approximation to write the log gross return as
log Ra,t—t4+1 = Ko + K12t41 — 2t + Gt+1-

In this model, there is no distinction between the aggregate and market returns, so we denote
Ti41 = log Rar,t—1+1 = log R t—i+1. LThe log price-consumption ratio is given by

ze = Ao + Aaag,t + Aqq:.
The representative agent’s first-order conditions imply

log (E; exp {mi41 + ri41}) = 0.

IA.55



Under this model, we can write

0
mip1 + 141 = 6Ologd — EQH—I 4+ Ori41
0 0
= 910g5 — E/.Lg — @Og,tZg’H_l + Oko + 9%12t+1 — 0z + th-H

0 0
= #flogd — Epg — aag,tzg,tﬂ

+0k0 + 0k1 Ao + 01 Agao + 0k1 Aspooa 4 OK1 Aon/Tt 20,41
+0r1Aqaq + 0Kk1Agpqqe + Q’ilAqd)q\/q»tzq,Hl
—0A0 — 0Ag0n , — 0Aqqe + Og + 004,029 141

which simplifies to

0
M1 +Tep1 = {910g5 — Eug + 0k + 0k1 A0 + k1 Acas + Ok1Aqaq + Opg — GAO}
0
+ {Oog,t - Eag,t} Zg+1 + {0140 ps — 0AG} o) ¢ + OK1Aoy/Gr20 41

+{0k1Aqpg — 0Aq} g + OK1Aqdg\/qt2g,841-

Therefore,

{ 0logd — %pg + 0ko + 0k1A0 + 0k1Acas + Ok1Aqag + Opg — 0 Ao }

1 AW
+ 0K1Aapg—9Ao+§ Q_E Oyt

1 1
{5 On1a0 + 0m1p, - 0) 40+ § 0160”42

= 0
which implies that
A Ologd — %Mg + 0ko + O0k1Acas + 0Kk1Aqaq + Opyg
0 - (1 — Kl) 0 ’
2
Aa _ 1 (1 - ’Y) ,
2(1—kKips)0
and
(K1pg — 1) Ag + 0 (5145)" + 0 (r1¢9)* A7 = 0.
Consequently,
L) V(1= kapg)® — 624 A2 2
! ¢ (“1¢q)2 ‘
Now, let us find the risk-free rate. Notice that
0
mey1 = Ologd — JIH (1=0)re4r

910g57%Mgf(179)n07(179),ugfm(179)A0

—Ask1(1—0)as —Agr1 (1 —0)aqg + (1 —0) Ao

—Y0g,t7g,e41 + {(1 = 0) Ao — Aor1 (1= 0) po} oy
—Asr1 (1 —0) Vatzo,t+1
+{(1—-0)Ag — Agr1 (1 = 0) pg} gt — Agr1 (1 — 0) Pg/qt2q,t+1-
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Hence

910%‘5*%Hg*(lfe)’%*(l*g)ﬂg
log Rftst41 = — +(1-60)Ao(1—k1) — Aok1 (1 —0)as

—Agk1 (1 —0)aq
1
o {572 +(1-0)A4, (1 - I€1pa)} Uﬁ,t

L Aok (1= 0) + (1= 0) Ay (1 — k1py)
_ qr.
+% (Aq"il (1 - 9) ¢q)2

Hence
rf 2

log Ry i1 = AY + Aol + Aq,
with

0log 8 — Gy — (1 —0) o — (1= 6) pig
AT = =) +(1=0) A (1— k1) — Aori (1—0)as (>
—Aqﬁjl (1 — 0) Qq
1
A = —{572+(1—0)Ao(1—w’a)}7
L (Aoki (1 80))> + (1 —0) Ag (1 — K1py)

AY = -
+% (Agr1 (1 —10) ¢q)2

Next, note that

log Rm,t—t+1 = Ko+ K12e4+1 — 2t + get1
= Ko+ k1o — Ao+ K1Asas + K1Aqaq + pg
+ (k1ps — 1) Aga;t + k1 Ao/ Gt 20,141
+(K1pq — 1) Aqqe + K1 Aqbg/qtzq,t+1

+0g,t2g,t41-
Hence

E¢ [log Ryt—si+1] = ko +k1Ag — Ao + k1doas + k1 Agaq + pig
+ (k1ps — 1) Acfo"zz;,t + (k1pg — 1) Agqe

and
VAR, [log Ras,e—set1] = (k145)2 @e + (k14400) @t + 2.

We now provide a proof of Result TA 4.
Proof. Proof of Result TA.4. From Equation TA.57, it follows that

log (Ef (Riri—i41)) = 2log Ry.imses1 + VAROg Rag -1 1

Thus,

log (E: (RIQ\/I,thH)) = QABf + zAif(T;,t + QAngt + (H1A0)2 qr + (’flAq¢q)2 q: + U;,t~
Hence,

log (Ef (RJ%/I,t—m-z)) = 2A6f + (QA? + (mAJ)2 + (mAquq)Q) qr + (1 + QAEf) 027,5

IA.57
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which simplifies to
log (EZ [R?M,tﬁtJrl}) =B, + Biqag,t + B3 g,

where
By = 2AY,
By = 14 2Af,
BY = QAEf + (K/lAU)Q + (“1Aq¢q)2 .

The variance of the market return under the risk neutral measure is
VAR] [Rasise11] = exp {By + Bi%02 , + Bq;} — exp {2A5f + 2402, + 2A§fqt} . (IA.81)
Recall that the log price consumption ratio follows
log % = Ao+ Ago®, + Agqr. (IA.82)

This ends the proof.

We now provide a proof of Result IA.5.
Proof. Proof of Result TA.5. Note that the log return, which is given by expression

log Rart—t+1 = Ko+ K1Ao — Ao+ K1Agas + K1Agaq + pyg
+ (k1po — 1) Agoy ¢ + K1 Ao\/Qt 20,41
+ (Kzlpq - 1) Aqqt + K/lAqd)q\/qitzq,tJfl

+0g,t2g,t41,

is normally distributed. Thus,

2
E¢ [Ri1—141] = exp (”]Et [log Ras,t—t+1] + %VARt [log RM,t—>z+1]) (IA.83)
with
E: [log RJM,t—»H—l] = Ko+ K1Ao — Ao+ K1Asas + K1Aqaq + Ly
+(K1po — 1) Agoy 1 + (K1pg — 1) Agqe
and

VAR [log Rar,i—e41] = (k145)% i + (k14409)° @t + 0.1
Using Lemma [A.1, the conditional truncated physical moment of the market return is

log R
E n 1 — E n JW,t%H»l]I
t | Rart—tt1 {Rarisiq1>a} t|€ {nlog Ryt yep1>nlogal

1
= (exp {]Et [log RM,t%tJrl] + §VARt [log RM,t%tJrl]}) N [

]

where
= E; [log RM,t—>t+1] + VAR, [log RM,t—>t+1] — nloga

dy =
\/VARt [log Ras,t—t+1]

Wlth 82 = 81 — \/VARt [log R]v[yt%pﬁl].

We now provide a proof of Result IA.6.

Proof. Proof of Result TA.6. Recall that
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* n - 1
log (]Et [RM,t%tJrl]) =nlog Ry 1 + %

To derive expressions for the truncated physical and risk-neutral moments, observe that

VARt [lOg RM,t—>t+1] .

(mf,+1+n10g RM,t%tJrl)H
{n log Rpg t—¢4-1>nlog a} :

E; |:R7]\L/1,t—>t+1]I{RM,t*>t+1>a}] =E, [6

Thus,
M1 +nlog Ryttt
0
= 010g5 — igpﬁl — (1 — 9) Ti41 + Nrig1
0
= 010g5—¥9t+1+(n+9—1)rt+1
9logd + (n+0 — 1) ko + ((n—|—9— 1) — g) fig + (n+ 0 — 1) k1 Ao
—n+0—-1)Ac+(n+0—-1)k1Acac + (n+0 —1)Kk1Aqaq
+{ (n+0—1)k1Agpqs — (n+0—1) A }qt+{ (n+60—1)Kk1Acps — (n+60—1)Asos, }Ug,t
0
+(n+0—1)Kk1Ac\/q 2o 141 + ((n +0—-1)— a) Ogtzg 1+ (n+60 —1) K1 AqPg\/qe 2q, 141
Hence ,
mer1 +nlog Ry i1 = A0 + X 2™,
where
Ologd+ (n+0—1)ro+ ((n+0-1)= &) g+ (n+0— 1) r1 Ag
AT =
—(n+0-1)Ao+ (n+60—-1)k1Aca, +(n+0—1)Kk1A4a,
{ (n+0—-1)r1Apg—(n+0—-1)A, }‘h"‘{ (n+0—-1)r1Asps —(n+0—1) A0, }Ug,t
and
(n+0—-1)rk1As/qc Zo,t41
M= ((” +0-1)— %) ogu | AAZT = 2,4,
(n+0—1) k1 Aqdq/q Zq,t+1
Next,
log Raryt—se41 = Ags + At 2zt
where
Ab, = Ko+ kiAo — Ao+ ki1dcas + k1 Agaq + pg + (kipe — 1) Aeag  + (K1pg — 1) Agqe
and
K1Ao+\/qt
A = Ot
”1Aq¢q\/q7
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Finally

’
k) [e AT Ty

* n —
E¢ [R]V[,tat+1H{RM’th+1>a}:| = {A6t+>\{/z;’”">nloga}:|

’
Am/f‘ )\WL z"nT
0 t t
e Et [e H{A?’"z?”>z\(n10ga*A6,,)}}

where ) )
A7 = AAT
Hence,
A= (A;”’X;) (/\’[//\1")71.

We then exploit Lemma [A.1 to show

m! 1 om _
Ey e = H{)\;”/ztmr>)\(nloga7A6‘t>}:| = (eXp{§)‘t At })N[dl]

with ,
3 VLD VLY (n loga — Ag,t)
1= 7
VAT
and

do = di — \/ AV AT

IA.8.5.3 Drechsler and Yaron (2011)

The key variables that drive the economy in Drechsler and Yaron (2011) are summarized by

Yiiri =p+FY + Gizipr + Jipa

/ — . .
where Y, = (Act,:rt,a,?, o2, Adt), zi+1 is a vector of standard normal shocks, and Jiy1 is a com-

pound Poisson process.

Main Results

Result IA.7. Given the vector Yy, the Drechsler and Yaron (2011) model-implied log price-dividend

ratio 18
P; B
D,

and the non-central risk-neutral market return moments are

log Ao + ALY,

E [RTJQ,t—n;H] = Ryt st416xp + (nko,m + nk1,mAom — nAom)

+(=(0—-1)A—-nA,+g(A)Y;
with
—(0logd +£(—A) — (1 —0) (ko + Ao (k1 — 1)))
Ryt 11 =exp

’

—(1-0)A+g(-A)) Vi
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and
A=rve.+ (1 —0)k1A and A* + A = nky Ay, + neg.

The coefficients, Ao, A, Agm and Ay, are given below. e. and eq are column vectors that select log
consumption growth and log dividend growth in Yiy1. Ry i1 ts the model-implied risk-free rate.

Given E} [wa’tﬁtﬂ], M:(_Z)_H can be computed using Equation 17 by setting v = Rari—i+1 and
Ts = Ryt 411, then taking expectations under the risk-neutral measure:
n -k
* n! (—1)“ " —k *
Mt(jt)ﬂ = Zm(Et [Rari—er1])"” (]Et [Rﬁ/[,t—ﬁ-&-l})' (IA.85)
— k!
Proof. See below. |

Result IA.8. The non-central physical moment of the market return is

. (nkom + nk1mAom — nAom) + £ (nk1 mAm + neq)
EtRM,t—H = exp

+ {g (nﬁl,mAm + ned) - nAm}/ Y;

and the truncated moment is

E; [R?M’t_i_l 1RM’t+1>a] = E, { (exp {*Ay,t + (A* + A) YVH‘l }) H{Ay’t+(A*+A)’}Q+1>nloga}}

with
-Ay,t = (nﬁo,m + nﬁl,mAO,m - nAO,m) - nAmY;f

where
A=rve.+ (1 —0)r1A and A* + A = nk1mAp + neq.

All parameters are defined below.

Proof. See below. |

Result IA.9. The non-central risk-neutral moment of the market return is
Ologd — (1 —0) [ko + Ao (k1 — 1)]
EIRﬁt—nH = Rfir1expq + (nkom + nk1mAom — nAom) + £ (A*)

F{-(0-1)A—nA,+g(A")}Y;

and the truncated risk-neutral moment is

!
* n _ * | A AT Y
Et [RM,t+11RIM,t+1>a] - Rf,tJrlEt [e v 1Ay’t+(A*+A),Yt+1>nloga_

with
Ay,t = (nKO,m + n”l,mAU,m - nAO,m) - nAmYVt
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and

where

ko
y7t_

—(0-1)AY, - nA,Y,

flogd — (1 *0) [K0+A0 (161 — 1)}

+ (nﬁo,m + n“l,mAO,m - nAO,m)

A=rve.+ (1 —-0)rk1A and A* + A = nky Ay, + negq.

All parameters are defined below.

Proof. See below.

Derivations and Proofs

Acty
Tt41
Ti
Ut2+1

Adyyq

w+F

ACt

Tt

+ Gy

where the z; ;41 shocks are normally distributed, and

Drechsler and Yaron (2011) define G as

0 1
0 po
0 0
0 0
0 ¢

(1 - ﬁa)

Ze,t+1
Zxt+1
2o, t+1
Zot+1

Zd,t+1

ps 0

GG, = h+ H,o?,

TA.62

The Y; process in Drechsler and Yaron (2011) is

Jz,t+1

Ja,t+1




with

he 0 0 0 @epagv1—wev/1—willeg

0 hy, 0 0 0
h = 0 0 hs O 0
0 0 0 h, 0

VepdV1l —we/1 —wgfdeg 0 0 0 ha

and
H. 0 0 0 Yewd/Wer /Wi ed
0 H, 0 0 0
H, = 0 0 H> 0 0
0 0 0 H, 0
Pepdr/Wen/wdflea 0 0 0 Hy
with

hi = o7 (1 —w)E [07] , Hi = pjw;,

Jz+ and J;; are compound Poisson processes defined as

N
Jo 1 = Z 7141 where Ny ~ Poisson (\{) and &7,y ~ T (1/1, /ij> + g
=1 N
and
Nip
Jot+1 = Z §71+1 where N7, ~ Poisson (\{) and &7, ~ T (1/0, 50>
=1 7

where T (z,y) represents a gamma distribution with shape parameter x and scale parameter y.%

The jump intensities are

M=% 41% g2and \? =12 +19 o2
t 0 1,0%t t 0 1,0t

where [§ = [§j = 0. Note that in this model,

Po = Po — ] slio

52Drechsler and Yaron (2011) also explore using i1 ~ N (0,02) and {7441 ~ N (O, 0(2,) as alternatives, which
we omit here.

IA.63



and:

Exip1 = T Mxp
- Mz

_2 i
e —Uw
g

(I=0s)  (1—pz)
with
ﬁxzoaﬁﬁzl Pz, W 0'_0
We now provide a proof of Result IA.7.
Proof. Proof of Result IA.7.Consider a jump in the state variable x :

x
Nt+1 t+1

J:c,t—f—l = Z (_§2:+1 + ,Uac) = Nt%rl/j’l’ - Z t+1

j=1
where
[l
f 17 <Va:7 Vz) .
Thus
Etlexp {upJopri}] = Ee {Et [eXP {urJepi1} ’Nterl]}
N
= By B |exp  ur N pa — g Z i1 ¢ IV
j=1
= E; {exp (ur N ptz) e fexp {—ux X }]},
where
f+l M
Z &N ~ T <Ntx+1ya:; x) :
Vg
Note
E; [exp {—up X}] = exp {Nf+1yx In <1 + uhﬂm) } )

Vg

Hence
B¢ fexp{upJupin}] = E {exp (utherlﬂx — N{yqvzIn ( + uk'ux)) }
I
= E {exp (Nf1Ak) }

with

Ag = ugply — vz In < + uklum>

T
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Thus,

E; [exp {ug o1}t = E {exp (NfHAk)}
= exp (N (eAk -1))
= exp (Af (¢ [ug] — 1))

with
¥ [ug] = exp {uk/‘x — g n <1 + Uk'ux) }
1%

x

Next, consider a jump in o?:

Ei[exp {ucJogt1}] = Ei{E; [exp{urJoss1} | N7}
N7
= E;QE; |exp Uka}T,tH [N{
j=1

= E¢{E; [exp {ux X }]}

where
NPy
X =) NG, ~T <Nf+1’/m 'ZU>
i=1 7
Note
E; [exp {up X }] = exp {—NfHUU In (1 — uk'llja> } .
Hence
E¢ [exp {ugJosi1}] = Be {exp (N7 1 A) }
with
A =—vy,1n <1 - ukug> .
Vg
Thus,
Eq lexp {urJo 41} = exp (A7 (¢ [ui] — 1))
with

b [ug] = exp {VU In (1 - uk‘:;’) } .

In this model, the log-SDF is
0
mir1 = 0logd — @ACtH + (0 —1)re s,

where
Tetrl = Ko + K1Usp1 — U + Aciit

with
Uy = AO + A }/;57

where A" = (Ac, Ay, Az, Ay, Ag) and the market return is

Tmit+1 = Ko,m + K1mUmt+1 — Umt + Adt+1
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with
Um,t = AO,m + AmY;g

where A,, = (Ac,n’m Az,m; AE,?TL) AU,ma Ad,m)‘
Finding Ay, A, kg, and x1: In this model, we have
0
me4+1 + Tet+1 = 910g5 — EACt_Fl + 0T67t+1

0
= flogd — JACHI + 0 (ko + K141 — U + Acit)

Denote e. the vector that selects consumption in Y41, we have Acpyq = e;YtH. Thus,

M1 + Tet41 = 910g5 + Ok + (Iﬁ — 1) 0Ay — HA/Y}
+ <<0 — Z) e, + 9;@1’) Vi1

u = (0 - Z) e, 4 0k A

Denote

Then
E e(mt+1tres1) — {exp <0 logd + 0ro + (k1 — 1) Ay — GA/Yt)} X {Et exp (UIEH)}

From Equation A.1.2 in Drechsler and Yaron (2011), we have

B {exp (u/Yien) Vi } = exp (£ (w) + g (w) ¥7)

with
/ 1 / /
f(u) = uu+§u hu+ 1y (¢ (u) — 1),
/ 1 ! ’
g(u) = Fu+f[uHiu]' +1 (Y (u)—1),
2 1e{1,...,n}
where [u’Hlu} (Lo is the n x 1 vector with i component equal to u H;u. Thus,
1€1,...,n

Ologd + ko + (k1 — 1) 0A0 + £ (u)

Ete(mt+1+7’c,t+1) = exp
+(g(w) —04) v,
The representative agent’s first-order conditions imply

log Ete(mt+l+7"c,t+l) -0

which implies

0logd + Oko + (k1 — 1) 0 Ao + £ (u) + (g(u) —HA/) Y; =0
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This implies that
g(u) —0A =0
Ologd +0rko+ (k1 —1)0Ag+£f(u) =0
This system of equations is a function of kg and 1. These two coefficients are solved using

ko = —kilogkrr — (1 —k1)log(1l— k)
ko+ (k1 —1)Ag = —logks +(1— m)A,E [Yi]

Together Ag, A, kg, k1 can be solved by using the system of equations

¢

g(u) —0A =0,
(910g(5+(9l€0+(l-€1 — 1)9A0+f(u) =0,

—ko — k1logry — (1 — k1) log (1 — K1) =0,

Ko+ (k1 — 1) Ag +logry — (1 — k1) AR [Y;] = 0.

Finding Ao m, Ams Ko,m» and K1 ,:  Recall that

0
M1+ Tmer1 = 0Ologd — JACtH + (0 —1)re i
+Rom + K1,mUm,t+1 — Um,t + Adt+1-
Note that
0
mi+1 + Tmit+1 = 010g5 — JACHJ + (0 — 1) Tet+1 + Tm,t+1
= By+B,Y1 +BY;

where

BO = 910g5 + (Hl — 1) (0 — 1) Ao + (9 — 1) RO + I€07m + (Hl,m — 1) A(),m,

B, — (1—60)A—A4,,

BQ = —A +eq+ ﬂl,mAma
and

A =~ve.+ (1 -0)k1A.

Thus, log E;e(™t+1+7mt+1) — ( implies

By + B,Y; + f (Bs) + g (Ba) ¥; =0,
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which implies that
By +f (IBQ) =0,

B +g (Bg) =0.
These two equations depend on kg, and K1 4,, which can be obtained from the two equations below
—K0,m — K1,m 10g K1m — (1 — K1.m) log (1 — K1,4,) = 0,
Ko,m + (/‘fl,m — 1) Ao,m + log Kim — (1 — /ﬂ,m) AlmE [YH =0.

Finally Agm, Am, Kom, K1,m can be obtained by simultaneously solving the four equations below:

flogd + (/ﬂ —1D@—-1)A+(0—-1) Ko + Ko,m
+ (Hl,m — 1) AO,m +f (—A + eq + /il,mAm>
(1—9)A—Am+g(—A+6d+/€17mAm) :0’

—K0m — F1m 108 K1m — (1 — k1m)log (1 — K1m) =0,

Kom + (K1m — 1) Aom +10g k1m — (1 — K1,m) A, E V3] = 0.
Now let us find the risk-free rate
log Ry 411 = —log (Ege™ ).
Note that
0 . /
miy1 = 0Ologd — Eeth-H +(0-1) (’io + K141 — v + 6ch&+1)
9 ! I
= flogd — E%Ytﬂ +O—-1)kro+ (0 —1)K1 (Ao + A Yt+1>
—(0-1) (A +AV:) + (6 - 1) LYo
which simplifies to
miy1 = {010g5+ (9— 1) Iavs) + (9 — 1) IﬂAo — (9 — 1)A0}
9 ! I
+{(—¢+(6—1)> e.+ (0 —1)r1A }Yt+1
—(0-1)AY,

and
M1 = {Hlogd — (1= ) [wo + Ag (k1 — 1)] — (0 — 1)A’Yt} —AY.
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Thus,

—log Ryisip1 = 0logd—(1—6) ko + Ao (k1 — )] — (0 — 1) AY,
+H(—A) +g(-A) Vi

which simplifies to:

flogd + f (—A) ,
lOg Rf,t—>t+1 = — — ((1 — 9) A+ g (—A)) }/t

— (1 =0)[ro + Ag (k1 — 1)]

We now provide a proof of Result TA.8.

Proof. Proof of Result TA.8.
Expression for E; [R"M,t St +1]:

EtR”M,t*)tﬁ*l = Etenrm,t+1
Observe that

!/
Nrmt41 = NKEOm + NE1LmUm t+1 — Mt + NegYi1
!
= (nkom + nkimAom — nAom) — nA,,Y:

+ (nk1mAm + ned)/ Y1
Thus
E:Ry 41 = €xp {(nlio,m + nk1mAom — nAom) — nA;nY}}
x s exp {(nm?mAm + ned), Y}H}

and

. (nkom + nk1mAom — nAom) + £ (nk1mAm + neq)
EtRM,HtH = exp
+{g (nk1,mAm + neq) —nApn} Yy

The truncated physical moment is

]Et [RnM,t+11RM,t+1>a] = Et {(eXp {Ay,t + (A* + A)/ }/t-‘rl}) H{Ay,t+(A*+A)/§Q+1>nloga}}

where
!
Ayt = (nkom + k1 mAom — nAom) — nA,, Y.

We now provide a proof of Result TA.9.
Proof. Proof of Result [A.9.

IA.69



Expression for Ef {RTJ:/I,t St +1}:

* DN _ Mt41+NTm t41
Ey Bir 41 = Rpr1Eee mottl,

Observe that
Mgt + g1 = {01ogd = (1= 0)[ko+ Ao (1 — )] = (0= ) AV } = A'Yiy
+ (nko,m + nk1,mAom — NAom) — nAlet + (nk1 mAm + ned), Yii1

which simplifies to

flogd — (1 —6) [ko + Ao (k1 — 1)]

M1 + N1 = + (nkom + nk1mAom — nAom)

—(0-1)AY; —nAY;

+{nk1mAm + neq — A}/ Yii1.

Denote
A = nkimAm + neqg — A.
Thus )
Ologd — (1 —0) [ko + Ao (k1 — 1)]
Mit1 T N1 = + (nHO,m + nlil,mAO,m - nAO,m) + AT Vi1
—(6-1)AY; —nAY,
\
Therefore,

flogd — (1 —0) [ko + Ao (k1 — 1)]

B Rty = Rpgvrexp Q4 (nk0,m + nk1mAom — ndom) + £ (A")

(—(0-1)A—ndp+g(A)}Y;
The truncated risk neutral moment is

* n _ * [ oM 1+NTm t+1
Et [ M,t+llRJ\/1,t+1>a] - Rf,tJrlEt [e " 1R1M,t+1>a]

Note that
M1+ rmer1 = Ay + A" Y
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where
flogd — (1 — (9) [I{O + Ap (Hl — 1)]

*
Yyt + (nﬁo,m + n”l,mADJn - nAO,m)

—(0-1)AY; —nA,Y;

Therefore,

!
gt TN Y

* [ pn _ x| A
E} [RMvt"‘llRMﬁH1>a] - Rf’t"HEt ¢ Ay,t+(A*+A)/Y§s+1>nloga:| :

TA.8.6 Habit Formation Models: Bekaert, Engstrom, and Ermolov (2023)

Bekaert, Engstrom, and Ermolov (2023) consider an expected utility function of the form

o0 1—
. C: — H) v _ 1
E Jj—t ( J J
|28 T
J=t
where [ is the time discount rate, C; is consumption and H; is the habit stock with the restriction
C; > Hj. In this framework, the log-SDF is given by

Myl = 10g B — Yger1 + YAG 41,

where ¢g;41 = log (Ciy1/Ct) is the log of consumption growth, and ¢ = log@Q; with Q; =
Cy/ (Cy — Hy). We consider the two models studied in Bekaert, Engstrom, and Ermolov (2023):
(i) their model without preference shocks,®® and (ii) their model with preference shocks. While the
model without preference shocks is able to explain many standard stylized facts in the data, it falls
short of explaining the low variance risk premium persistence. The model with preference shocks is
designed to simultaneously explain the low variance risk premium persistence and the average vari-
ance risk premium itself. We present here a general specification that allows for preference shocks
then later specialize it by setting some coefficients to zero to obtain the model without preference
shocks.

Bekaert, Engstrom, and Ermolov (2023) consider an economy having the following time series
dynamics:

gt+1 = g + (ng (nt - ﬁ) + OcpWp,t+1 — OcnWn t+1,
dt+1 = g+ ¢d (nt - ﬁ) + g (Ucpwp,t—l—l - Ucnwn,t—i-l) + Yn (_Ucnwn,t—i-l) 5
Giy1 = G+ pg (@ — Q) + OgpWptt1 + TgnWn t 41 + TgqWq,t+1-
where
Pt+1 = D+ pp (pt - T)) + OppWp,t+1,
N1 = N+ pn (nt - ﬁ) + OnnWnt+1,

St41 = 54 ps (8¢ —35) + OsqWqtt1,

53We use their “Full” model specification in this case, as opposed to their “Baseline” specification.
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and where wy, 141, Wnt+1, wg,t+1 follow demeaned gamma distributions defined by

W41 ~ T(pe, 1) =y,
wnit1 ~ I'(ng, 1) —ny,

Wy t+1 ~ I (St, 1) — S¢.

Here, I' (z,y) is a gamma distribution with shape parameter 2 and scale parameter y. wp ¢41,
Wn,t+1, and wg¢41 are independent and have zero mean. The log-SDF has the form

Mpst41 = Mo + MgGt + MpNg + My pWp t+1 + My nnt+1 + My, gWq,t+1,

See below for more details on parameters in the log-SDF. There are, in general, three state
variables in this framework: ¢, ns, and s;. The model without preference shocks obtains when the
state variable s; is set to zero and certain parameter restrictions are imposed (see below for more
details). Given this setup, we show the following results.

Main Results
Result TA.10. Given p; = p and the state variables q., ng, and sy, the Bekaert, Engstrom, and
Ermolov (2023) model-implied log price-dividend ratio is given by
Py 1 1 1 1 1
logE =Ky + K,pt + K;ne + Kgqe + Kgst (TA.86)

and the non-central risk-neutral market return moments are given by

nro +mo + {nrp — g (nrep + M p) } vt
E} [Ririost11) = Rptser1exp +{nry, +mp — g (M pn + nren) } e (IA.87)
+ (nrg +mg) gt + (n7s — g (NTwg + Mawq)) St
with

Ryt ip1 = exp (fo + foqr + fane + fppe + fsst) -

All parameters are described in more detail below. The function g(-) is defined as g(x) =
x+1log (1 —x). Rptyit1 is the model-implied risk-free rate. Given Ef [Rﬁ/l,t—nf-i-l}’ M:glt)ﬂ can be
computed using Equation 17 by setting x = Rpyps—s441 and x5 = Ryyy4y1, then taking expectations
under the risk-neutral measure. The resulting expression can be found in Equation [A.85.

Proof. See below. |

Result IA.11. The conditional non-central physical moment of the market return is

. kro 4+ krpps + krnne + krgqe + krsse
E; [RM,t%tJrl] = exp

—ptg (krwp) — nig (kron) — s19 (krw,)
The truncated non-central physical moment is

k P E’I‘. Z ST
E; |:RM,t~>t+l]I{RMytﬁt+1>a}:| =e 'K, [e o I[{Zt+17r>klna—.§nt}i|
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with

fr,t

Zt+1,r

kro 4 (krp — krwp) pt + (krn — krwn) ne + krqqe + (krs — kTwg) St
krwp (wp,t+1 + pt) + krwn (wn,t+1 + nt) + krwq (wq,t+1 + St) .

with p: =p and

wpit1 +pe ~ T(p,1),
Wnr1 +1e ~ D'(ngl),

Wy, t+1 + s¢ ~ I (St, 1) )

Given the state variables, the truncated moment E; R’MHtHH{RMHHQa}} can be computed by sim-
ulation at each time t. All parameters are defined below.

Proof. See below. |

Result IA.12. The conditional non-central risk neutral moment of the market return is

kro +mo + {krp — g (krwp + mawp)} pe
E; [Ril,tﬁﬂrl] = Ry ttr1exp +{krn +mn — g(Mmwn + kron) } ne
+ (krq + mq) qr + (krs — g (krwg + muw.q)) St
The truncated non-central risk neutral moment is

* k _ Cr+Ziqa,
E [RMvt—’t+1H{RM,t—>t+1>a}] =Ry 1Ky [e ' "1z >k loga—gr

where
¢ = mo+kro+ (krp — krwp — Mawp) Dt + (krn — kron + mn — mun) Nt
+ (krs — krwg — Mw,q) se + (krg +mq) qt,
Zivim = (Muwp+Ekrwp) (Wpe+1 + D) + (M + kron) (Wne+1 4+ nt)
+ (krwg + Muw,q) (Wq,e+1 + 8¢
&t = kro+ (krp — krwp) pe + (krn — krwn) ne + krgge + (krs — krwg) st
Zit1,r = krop (Wptt1 + D) + krwn (W1 + ne) + krwg (wg,e1 + St)

wp,t41 + Pt ~ T (P, 1), wngr +ne ~ (e, 1), and wee1 +se ~ T (se,1).

Given the state variables, B¢ [et7t+1m1,  Skioga—e,.] can be computed by simulation at each time
t. All parameters are defined below.

Proof. See below. |

Derivations and Proofs We provide proofs of Results IA.10, TA.11, and TA.12 below.

Proof. Proofs of Results [A.10, TA.11, and TA.12.
Let us denote ry; = log Ry t—¢41. The log-SDF with preference shocks

mi+1 = log B — vge+1 + YAG+1
can be written as

miy1 = log B —vqt — Ygt+1 + Vqr+1
= {logB =g +v¢sm+7q(1 = pg)} + (pg — 1) var — vdgnu
+ (Yogp — YOep) Wp,t+1 + (Y0en + YOgn) Wn 41 + YOgqWa,t+1
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This log-SDF simplifies to

mep1 = log B —yq — vge+1 + Va1
= mo+ mqqt + mpne + My, pWp,t+1 + My nWn,t+1 + My, qWq,t+1
with
mo = log B+ (g0 —g) — gmy, Mn = —79g,
mq = —(1—=pg)7, Mwq = Y0aa,
Mup = Y (Tgp — Tep), Mo = Y(Oen +0gn) -

The log risk-free rate is
log Ryt i11 = fo+ foqi + fune + fope + fost

with
fo=—mo, fq=-mq, fn=—(mn—9(Mun)); fo=9Mup), fs =g (Mmug).
Now the price-dividend ratio is

2 3
> (megjtdits) Zl(mt+j+dt+j)

P g [emt+1+df+1]+Et er=t +E; |ei=

Dy

3
> (megjtdes;)
- E, [emt+1+dt+1] +E, I:emt+1+dt+le(mt+2+dt+2):| +E, |ei=t 4o

Observe that

M1 + dey1
= {mo+7g— ¢an} + mqq + {mn + pa} n:

+ {mw,p + ’Ychp} Wp,t+1 + {mw,n - (’Yn + ’Yg) Ucn} Wn,t+1 + Muw,qWq,t+1-
Thus
E. [emt+1+dt+1:|
— 6{{m0+§—<f>dﬁ}+mq¢u+{mn+¢d}nt,}

< By [e(mw,p+vgacp)wp,z+1] E. [e(mw,n_('Yn,+7g)0cn)LUn,t+1:| E, [emw,qwq,wrl}

Notice that

E, [e(mw,p-k'vgacp)wp,tﬂ] = exp {—ptg (Mmw,p + ’ygacp)} s
E [e(m“””_”’””‘_W"GC")“"”“] = exp{—ntg (Muwn — (Vg + n) oen)},
By [emeam ettt = exp{—s:g (mw,q)} -

Finally,

s d {mo + 9 — dan} + mqeqr + {mn + da}t ne — prg (Mu,p + ¥90cp)
]Et [e t+1 t+lj| — exp
g (Muwn = (Vg + Yn) Ten) = 519 (Mawq)

= exp{Ai + Bip:t + Cing + Digr + G5t}
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where

A1 = g+mo— ¢an,

Bi = —g(Muwp+Y90cp),

Ci = Mmn+éa—g(Muwn— (Vg +vn)0cn),
D1 = mg,

G = —g(Mmuyg)-

Now, observe that
Eit1 [emt+2+d”+2] =exp {A1 + Bipi+1 + Cine+1 + Diger1 + Gise+1},

and
E, [em‘+2+dt+2] = E¢ [exp {A1 + Bipet1 + Cinet1 + Dige41 + Gise+1}] -

Recall that

Q41 = G+ pq(q — Q) + OgpWp,t+1 + TgnWn,t+1 + OqqWa,t+1,
pey1 = D+ pp (Pt — D) + Tppp i1,
Nip1 = N+ pn (Nt —7) + Onnwn,t41.

Thus:

E; [emt+1+dt+l} Ett1 [€7nt+2+dt+2] =E [emt+1+dt+1} exp{A1 + Bipir1 + Cingy1 + Digip1 + Gisepa } -
However, observe that
emttitdirr — {{motg—danttmoqit{mntoatni} o o(Mwp+r90cp)wp,t+1o(Muwn—(Ynt+79)Ten)wn, t41 gMw,qwq,t+1
Thus:
(mo + g — ¢pan) + meqt + (Mn + da) ne
E¢ [emHﬁ_dHI] Ei+1 [em‘+2+dt+2] =E; |exp A1+ Bipi+1 + Cingr1 + Digis1 + G1Se41
+ (mw,p + ’YQUCP) Wp,t+1 + (mw,n - ('Yn + ) Ucn) Wn,t+1 + Mo ,qWq,t+1

which simplifies to

E. [emt+1+dt+1] Etiq [emt+2+dt+2]

. N ;
+ (D1pg +myq) gt + (M + ¢pa + Crpn) 1t

= Eefexpq + { Biopp + D10gp + (Maw,p + 790ep) }wmﬂ + Bipppt
+ { C10nn + D10gn + (Mw,n — (Yn +7g) Ocn) }wn,tﬂ

+{D10gqq + G10sq + Mus,q} wq,t4+1 + G1psS¢
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Ay = mo+g—dan+ A1+ Bip(1l —pp) + Cina (1 — pn)
1D (1~ pg) + Gi5 (1 - pa).

By = Bipp—g(Biopp + D10gp + (Maw,p +790cp)) s
02 = Mn+ ¢d + Clpn —4g [Clo'nn + Dlaqn + (mw,n - ('Yn + 'Yg) Ucn)} )
Dy = Dipg+my,
Gy = Gips —g(D10gq + Gi10sq + muq) -
More generally,
An = Anfl + mo +§7¢dﬁ+Bn—lp(17pp)+cn71ﬁ(17pn)

+Dn—1q(1 - pQ) + G"—lg(l - p5)7

Bn = Bn-1pp — 9(Dn-10g¢p + Bn-10pp + (Mwp +V90cp)) ,

Cn = Cpnoipnt+mn+oa—g (Cn—lann + Dp_10gn + (mw,n - ('Yg + 'Yn) Ucn)) s
D, = Dnp_1pg+myg,

Gn = Gno1ps—g(Dn-10gq+ Gno10sq + mu.q) -

The price-dividend ratio can be expressed as

oo
& _ ZeAi+Bipt+cint+DilIt+GiSt
Dy i=1

The first-order approximation of the log price-dividend ratio is

pdy = Kol + K;pt + Kjﬂlt + K;Qt + K;St

where
> Biexp (A; + Bip + Cit + D;g + G;3)
1 =1
KLU = o ’
> exp(A; + Bip+ Cin+ D;g + G,3)
i=1
> Ciexp (A; + Bip + Cim + D;g + G;3)
1 i=1
Kn = =~ y
> exp(Ai + Bip+ Cin+ D;g + G,;3)
i=1
> Diexp(A; + Bip+ Cin+ D;g + G;3)
1 =1
Kq = 00 )
> exp (Ai + Bip + Cin+ D;g + G;3)
=1
> Giexp(Ai + Bip+ Cin+ D;g + G;3)
1 i=1
Ks = o )
> exp (Ai + Bip + Cim + Dig + G;3)
=1
and

Ki=In (Z exp (A; + Bip + Cit + DG + Gis)> ~ K,p— Kyn— K,g— K.5.

i=1

The first-order approximation of In (1 + ’;ill) is

P,
In (1 + DtH ) = K§ + KJpesr + Kiney1 + Ko qesr + Koseyt,
t+1
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where

Z B; exp (A, + Bip + Cin+ Diq + ng)
2 i=1
KP = =) ’
1+ > exp(Ai + Bip+ Cin+ Dig + G;3)
=1
> Ciexp (A; + Bip + Cin + D;q + G;3)
2 =1
Kn == oo )
14 > exp(Ai + Bip+ Cin + Dig + G;35)
=1
> D;exp (A; + B:p + Cim + D;g + G;3)
2 =1
Kq = [e%S) ’
1+ > exp(Ai + Bip+ Cin+ Dig + G;3)
=1
> Giexp(A; + Bip+ Cin + D;g + G43)
2 =1
Ks = o 5
1+ > exp(Ai + Bip+ Cin+ D;g+ G;3)

1

.
Il

and
oo
K2 =In (1 + Z exp (Ai + Bip+ Cin + Diq + Gis)> - K}p—Kin— K;qg— K23,
=1

The expression for the log market return is therefore

P,
Te41 = diey1+1n (1 + i1 > — pd;
Dy

= g+ ¢d (nt - ﬁ) + Yg (Ucpwp,t+1 - Ucnwn,t+1) + Yn (_Ucnwn,H»l)
+K§ 4+ Kpper1 + Kpnerr + Kogear + K2se
~K§ — Kppe — Ky — Kgqr — Klsq.

which simplifies to

Tt4+1

g — ¢an + K§ — Kj + K;p — Kpppp + Kin

—K2p,n+ K2q— K2p,g + K%5 — K2p,s

+ {’VgUCP + Kgapp + KqQqu} Wp,t+1
+ {Kgaqn - (’y‘q + ’Yn) Ocn + beo'nn} Wn,t+1
+{K;pp — Ky} ot + {Knpn — Ky + da} e + {KZps — K.} st
+ {Kgﬂq - K;} qt + {Kgaqq + Ks20sq} Waq,t+1-

This can be further simplified as

Tt41 = 70 + TpPt + TuNt + Tqqt + TsSt + TwpWp, t+1 + TwnWn,t+1 + TwqWq,t+1,
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where

To

Tp
Tn
T'q
Ts
Twp
Twn

Twq

Our goal now is to derive

9— Ko — ¢ami + K + K;p (1 — pp) + Kom (1 py)
+E,q(1— pg) + K25 (1— ps),

Kipp
K pn
K«?pq

KSQPS -

Y9OTcp

1
- K,,
- Krlb + ¢da
1
— Kq7
K1
+ Ksapp + K«?qu»

Kgo'qn - (’Yg + ’Yn)acn + KELO-’N/IL7
Kgaqq —|—K§asq.

- SELG ;
B [(Rareiis = Rpemin)’] = > G P B [ ],
E; [(RM,HtH - Rf,t—>t+1)j] = j %Rﬁitﬂm [R]f”’t—*t“} '
k=0
E; [(RM,HtH — Rfysi41)’ E{RM,MH»}] ;:o %R%itﬂﬁﬂf [R'X/LHHl]I{RMJ_MHM}] .

We need to find

E; |:R§4,t—>t+1:| , Et [RIJC\/I,t—>t+1H{RM,t_%+1>a}} ) E: [R%,t—n+lj| , and E: [RIXJ,t—nﬁ—l]I{RMJ_H_'_1>a}] .

Note that

Ee [Rhpies)

Next,

E. [ek”“]

kro+krppt+krannt+kreqe+krsst+kropwp t 41 +HkTwonwn 41 HkTwqwg, e 41
]Et e

ekro+k7"ppt+k7"n nt+krqqr+krsst E, [6k7"wpwp,t+1+k7"wn Wi, t4+1HETwqWe, 41 ]

exp

kro 4+ krppe + krnne + krqqe + krgse

—ptg (krwp) — neg (krwn) — stg (krwq)

B [Rﬁuatﬂ] = Ry |:Mt—>t+1R11C\/1,t4>t+1i| = Ryfi41E; [ek”+1+mt+1] .
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Observe that

kriv1 + mig1
kro + krppe + krnng + krqge + krss:
B FErwpwp, 41 + krwnwn 41 + krwqwq t+1

+mo + Mqqt + MaNt + M pWp,t+1 + Mu nWnt+1 + Mo, qWq,t+1

kro + mo + krppe + (kﬂ"n + mn) ng

- + (qu + mq) q: + krsse + (k’rwp + mw,p) Wp,t+1

+ (mw,n + krwn) Wn,t4+1 + (krwq + mu,q) Wgq,t+1

Thus
Ry ter1Ey [ek”+1+mt+1]
kro +mo + krppe + (krn + ma) ne
= BpioenaBae |exp | (krg + mgqi) g + krsse + (krwp + Mep) wp, i1
+ (Mo n 4 kTwon) Wttt + (Bwg + Meg) Wy b1
Hence

kro +mo + {krp — g (krwp + mwp)} D
Ef [RIZCVI,thJrl] = Ryioep1exp +{kryp +mp — g (M n + Ekren) e . (1A.89)
+ (krg +mg) e + (krs — g (krog + M g)) st

Now, let us find the truncated moments. Observe that

krivi = kro+ krpps + krane + krgqe + krsse
FErwpwp, 41 + krwnwn 41 + krwqwq, t+1
= kro+ (krp — krwp) pe + (krn — krun) ne
+krqqe + (krs — krwg) st
+krwp (Wpt+1 + Dt) + kTwn (Wn,e+1 + 1t)
+hruwg (We,t+1 + st)

= &+ Zigir
where
&t = kro+ (krp — krwp) pe + (krn — krwn) ne + krgqe + (krs — krwg) St
Ziv1,r = krop (wpi+1 + D) + krwn (Wn,i41 + ne) + krwg (Wg 41 + St) -
Hence

k _ &r Z \T
E: [RM,t—>t+1]I{RM,,,_>t+1>a}] = e Ky [e o H{Zt+1,r>k1na7§r,t}]
Next, let us find E; [Rﬁd,tﬂHlH{RM,Hmn}}' Observe that

* k _ myp1+€rt+Ze 41,0
E; [RM,HHJ{RMJ%H>a}] = Rypse1Ee [e Lz, 1 >kioga—gn} |-
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Now, observe that

mis1 + &t + Zig1r

= Mo+ Mqqt + MpNt + M pWp t+1 + Mw nWn,t+1 + Muw,qWq,t+1
+kro + (krp — krwp) pe + (krn — krwn) ne + krgge + (krs — krwg) St
+krwp (Wp,t+1 + Dt) + kTwn (Wnt+1 + nt) + krwg (Wg 41 + St)

which simplifies to

mes1 + &t + Zit1,r
= mo+kro
+ (krp — krwp — mwp) pr + (krn — krwn + mp — mun) Nt
+ (krs — krwg — Muw.q) st + (krq + mq) qr
+ (Mw,p + krwp) (Wp,t41 + Pt) + (Mawn + krwn) (Wnt1 + 1)
+ (kTwg + Muw,q) (Wa,t+1 + St)

= (4 Zivim
with
& = mo+kro+ (krp — krwp — muwp) e + (krn — krun + mn — M n) e
+ (krs — krwg — muw,q) st + (krq +mg) ¢
and

Zt+1,m = (mw,p + krwp) (wp,t+1 + pt) + (mw,n + krwn) (wn,t+1 + nt)
+ (krwq + Muw.q) (W41 + st)

The model without preference shocks obtains when the state variable s; is set to zero and the
following parameter restrictions are imposed:®*

S=ps=0q¢g=Pq = Pg = Yo =My = Mg = 0. (IA.90)
[

IA.8.7 Disaster Risk Models
TA.8.7.1 Gabaix (2012)

We follow the Dew-Becker et al. (2017) implementation of Gabaix (2012) (including their parameter
choices). The key processes that drive the economy are

ACt—&—l = e+ OcEcpt1 + Jc7t+17
Liyi = (1—pr)L+prLs +orep i1,
Adt+1 = MNOcEct+1 — Lt]IJcHl;éOv

where L; represents the recovery rate of stocks in a disaster. J.;41 is a disaster shock that affects
the consumption and dividend processes, and follows a compound Poisson process given by

Ny
ot = Z &i+ where Ny ~ Poisson () and & ~ N (p4,04) -
i=1

54Note that p, = opp = 0 in both the model with and that without preference shocks.
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The number of disasters, V¢, that occur each period follow a Poisson process with intensity A. I is
an indicator function. Je 441, €, ¢+1 and ec¢4+1 are independent. In Gabaix (2012), the representative
agent has power utility with risk aversion parameter . In this setting the SDF takes the form:

Cer1\
Cy

My 141 =9 <

where 4 is the time discount rate. The log-SDF is
myr1 = 1ogd — yAcii1.
Thus, the log of the return on the risk-free asset is

log Ryit1 = —log (Ee™*)
= —log (Ete(log5*7ﬁct+1))

= —log(E exp{logd — vpe — Yocett1 — vJepr1})
= —logd + ypec — log By exp {—v0cecir1 — Vet1} -

Note that

Erexp {—v0cccit1 — vepr1} = (Brexp {—vocecit1}) (Brexp{—yJeit1}).

Since
Eiexp {—vJet+1} = exp (A (e¥9 — 1))
with
_ 1 2 2
G = —Yhd + 27 0q-
Hence 1
Ei exp {—v0ccct+1 — VJer1} = exp {27203 + A (e¥¢ — 1)} .
Thus

1
log Ry = —logd + ypte = 57°00 = A(e#9 —1).

Now, let us compute the physical and risk neutral moments. We use the Campbell and Shiller
(1988) to approximate multiples of the log market return as

N1 R NKQ + nr1pdir1 — npdy + nAdiq

Next, we project the log price-dividend ratio (pd;) on the stock recovery rate, Ly, at each date. In
this model, the log price-dividend ratio is not linear in the state variable, L;. To approximate pd;
as a function of L;, we project it onto basis functions and impose that the Euler equation holds
(approximately) at each point in L;. Denote the projected price-dividend ratio using

pde = f[Ld].
The physical non-central moment of the market return is

E [RTJ\Li,tatH] = E; [e""motH1]
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Similarly, the non-central truncated moment

n _ Nrm,t+1
E; [RM,t—>t+1]IRM,t—>t+1>a] =K [e " HRMJ—WH>G]
Expressions for the non-central risk neutral and truncated non-central risk neutral moments are

E; [ %ﬂf—ﬂf-&-l] = Rytst+1Ee [emmvtﬂ‘*‘mtﬂ]

)

and
* n — N, t+1+Me41
K [RM,t%t+1]IRM,t—>t+1>a] = Rypsip1Ee [e " ]IRM,t—>t+1>a] :

Multiples of the log market return are given by
N1 /= kg + k1 f [Lipr] — nf [Le] + nAdgg.

Given the state variable, L, we can use this expression to compute the physical and risk-neutral
moments above.

TA.8.7.2 Wachter (2013)

We follow the Dew-Becker et al. (2017) discretization of Wachter (2013) (including their parameter
choices) so that we can evaluate a monthly-frequency version of this model. The key processes that
drive the economy are given by

ACt«H = e+ OcZet+1 + Jit1,
A1 = (I =pa) pa+ X + oav/ Mezxiss
Adiy1 = Qe+ ¢oczeir1 + dJiia,

where the shocks z. ;41 and z) ;41 are uncorrelated and follow standard normal distributions. J;11
follows a compound Poisson process given by

Nty

Jt_|_1 = Z gi,t—i—l where Nt+1 ~ Poisson (/\t) and f,‘7t+1 ~ N (Nd7 Ud) .
i=1

The number of disasters, IV;, that occur each period follow a Poisson process with intensity As.
The variables z. i1, 2)¢+1, and Jy1 are assumed to be independent. Following Dew-Becker et al.
(2017), the household utility is

v = (1 —p)log Cy + 1 b log E; (e((lfa)vt“)) , (IA.91)

-«
and the log-SDF takes the form
myy1 = log B — Acgy1 + (1 — ) vy — log (Epexp {(1 — ) vgy1})

Main Results

Result IA.13. Given the state variable, A¢, the model-implied log price-dividend ratio is given by

P,
log ~- = Agm + AvmAs,
Dy
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where Ao, and Ay, are given below.
Proof. See below.

Result IA.14. For any n > 0, the non-central physical moment of the market return is

nko +n (k1 — 1) Aom + nk1A1m (1 — pr) pa

E; (Riy41) = exp +nouc + 3 (npoe)?

+ {n (kipx — 1) Ay + % (nh;lAlme)\)Q + (e¥e — 1)} At

with .
0y = (1) pa + 5 (n9)” 0.

The truncated non-central physical moment is

n _ At+Z
Et (RM,t—>t+11RM,th+1>a) - Et (e i 1A¢+Z¢+1>n10g a) )

where
Ar = nko+n (k1 — 1) Aom + k1A m (1 — py) pa
+n (k1px — 1) Ay + nopc
Ziv1 = nE1ALmOAN Ai2r 41 T NP0cze 41 + NPTy

All parameters are defined below.
Proof. See below.

Result IA.15. The non-central risk neutral-moments of the market return are

Ef (R sis1) = Rpposes1exp (A + ATN)

where
nko +n (k1 — 1) Agm + nk1ALm (1 — pa) pa
Ao = +AJ + A3 (1 — pa) pia + nope + Ajpc
+3 (ng + A3)* 02
and
n(kipx — 1) Aim + A7 + ASpy
Al =
+1 (kg Ay + A3)? 02 + <e%s _ 1)
with

* S 1 S
©ps = (o + A3) pra + B (n + A35)* 03
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The truncated non-central risk-neutral moments of the market return are

* * * * 1 *
Ey (R?W,t+11RA/[,t+1>a) = Ryi1Ee {N [dl,t—f—l] (exp {At}) exp {Mz,t+1 + 2Uz,2t+1}}

where
Ef (R?J7t+1 1RM,t+1>a) =Ry 1E (emt+1+mm’t+l1RM7t+1>a)
Note that
Myt1 + N1 = Zip + A}
where
Zf oy = {nk1Apm + A o/ Mz + (nd 4 A3) 0ezepi1 + (nd+ A3) T
and

nko + n (k1 — 1) Agm + n.61A1m (1 — pp) px

+A§ + A3 (1 = pa) pa + nope + Ajpic
+{n(k1px — 1) Aim + AT + Apa} A
All parameters are defined below.

Proof. See below. |

Derivations and Proofs We start with a conjecture that the log utility-consumption ratio is a
linear function of the intensity \;

V¢ — log Cy = Ag + A1\ (IA92)

This allows us to express (1 — «) vy as

(lI-a)v1 = (1—-a)logCi+ (1—a)(logCry1 —log Cy)
+ (1 — Oé) A+ Aq (1 - Oé) Att1-
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Hence

(1 —a)Acit1 + (1 —a) Ao
E;exp{(1 — a)vi1}

(exp{(1 —a)log Ci}) E; | exp
+A1 (1= a) Ay

(1 —a)logCy+ Ay (1 — ) pa)s
= | exp (1 —a)pe+ (1 —a)Ay

+AL (1= ) (1= px)

(1 —a)oczet1 + (1 —a) Jpa

xE; | exp
+A1 (1 — o) oxv/Aza 41
which simplifies to
(1—a)logCy+ Ay (1 — a) pa)
(I —a)pe+ (1 —a)Ao
Eiexp{(l —a)vi1} = |exp

+A1 (1 =) (1= pxr) p

+3(1- a)?o? + $A(1- o)? o3\ )
XE¢ (exp{(1 — ) Jr41}).

Note that
By (exp{(1 — @) Ji41}) = By (B (exp {(1 — ) Jip1} [Neg1)) -
Thus

N,
B xp (1 - ) T Ne) = exp{ (1) palen + 52 (1 - 0o}

= exp{palVit1},
where 1
po=(1-0a)ps+ 5 (1-a) o}
Therefore,

Ey (exp {(1 — ) Ji41}) = E¢ (exp {paNet1}) = exp (A (e7* —1)).
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Consequently,

(1 —a)logCi+ A1 (1 — ) paX
(1—a)pec+ (1 —a)Ao
Etexp{(l_a) Ut+1} = exp + A (1 —a) (1 —,0)\) [75Y

+3(1- a)? o2 + FAI(1- a)? o3\

+)\t (6(’90‘ — 1)

Note that:

v = (1—p)log Cy + log B, (6((1704)%“)) '

11—«
We then replace this expression in Equation IA.91 and show:

(1 —a)logCy + Ay (1 — ) pa)
(1 =a)pe+(1—a)A

U,:Z(l—ﬁ)logct—i-(lfa) +A1 (1 —a) (1 —px) pa

+3(1— o)’ o? + A} (1- a)? a3

+)\t (6@0‘ — 1)

which simplifies to

v —logCy = {ﬁMch,BAoJrAlﬁ(l — pA) A + ;5(1—04)03}

H{aso+ gatsa- o+ (125 ) e -

l1—a

By identification with Equation IA.92, we deduce

Ay = it B+ 4B (1 pa) s+ 561 - )02
b >(e%—1).

A P
! 11—«

1
A1Bpx + iA%ﬁ (1-a)os+ (

Thus,
1
A() = ].:8 {Bﬂc+Alﬂ(1 —p,\),uA—i- 55(1 —O[)O'z}

and

0=2A4; (Bpx — 1)+ AIB(1 —a)o3 +2 <1fo¢> (e¥> —1)
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which implies

Ay =

(1—-Bpx)ﬁ:V/Uﬂu-—l)Q—-{2<lﬁa)(ewa-—l)}{ﬂ(l—-a)ai}
B(1l—a) cri '
We choose the negative A;. Note that
vy —log Cy = Ag + A1\
The log-SDF takes the form
M1 =10g B — Acp1 + (1 — a) vegr — log (Erexp {(1 — ) ve11})
which simplifies to

miy1 = logﬁ — ACt+1 + (1 — Oé) AO + (1 — O[) Al)\t+1
+ (1 — a)log Cry1 — log (Erexp {(1 — a) ve41})

and hence
log B — (1 — @) pe
mi+1 =
A (=) (1= pa)pir — (1 - @)% 0?2
—aAciyr + (1 — a) At
1
+ {Al (1 —a)py— 5/1% (1—a)? o2 — (e — 1)} At
Thus,
myy1 = Ay + AT\ + A3 i1 + A3Ac¢ 4,
where

, 1
Ay = logB—(1—a)pe— A1 (1—a)(1—py)ur— 5 (1—a) o7,

2
4 = —A(l-0)p - AT (- a0} (e 1),
A5 = Ai1(1—-a),
Ay = —a.

The return on the risk-free asset is given by

log Ry yi11 = —log By (Mg st41) -
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Note that

Ei (My—¢41)
Et exXp {A% + A?At + AZ)\H-I + A3A0t+1}
= (exp{Aj + Ai\}) Erexp {A5N 11 + A5Ac+1}
A+ Ajpe + A5 (1= pa) pa + 5 (43)% 0
= |exp E;exp {A5Ji41} -
FAS A+ Aypade + 3 (A3)7 03N

Now, note that

N,
E; (exp {A3Ji41}) = Erexp {AEMdNtH + —2E (43)° Uczz} =Erexp {¢° N1},
where 1
o = A3pa + 5 (43)" 0.
Hence,
Et (exp {A%Jt_t,_l}) = Et {exp (At (e% — 1))} .
Finally,
A+ A + A5 (1= pa) pa + § (43)% 02
Bt (Mii41) = exp FAS A+ Aypade + 3 (A3)2 03N
+)\t (64‘03 — 1)
\
and
log Ry i1 = Al + AS,
where
rf
Ay = _{ A%—i—Af‘o,,uc—FA%(l—pA)uA+%(A§)2ag }7
. 1
af = a0}

Following Dew-Becker et al. (2017), we use the Campbell and Shiller (1988) approximation to
express the log market return as

Tmyt+1 ~ Ko + K1pdip1 — pdi + Adyyq

where pd; is the log price-dividend ratio.
We provide a proof of Result IA.13 below.

Proof. Proof of Result IA.13. We conjecture that pd; is linear in the state variables

Pdt = AO,m + Al,m)\t- (IA93)

IA.88



Thus,

Tmi+l = Ko+ K1 (AO,m + Al,m)\t-l—l) - (AO,m + Al,m)\t)
+ (Ptic + pocze 1 + ¢ Jiv1)
= Ko+ K1Aom + K1 ALmAr1 — Aom — ArmAe

+¢,Ufc + ¢Uczc,t+1 + ¢Jt+1-
This expands to
P41 = Ko+ (k1 — 1) Agm + K1 A1m (1 — pa) pa + (k1px — 1) Ai A
+h1A1LmOAV MeZair1 + Qe + Gocze i1 + GJri1.

To identify Ay ,, and Aj ,,, we use the Euler equation
g (B =
Note that

Mip1 + Tmir1 = {k0+ (k1 — 1) Agm + K1 A1m (1 — pa) pr} + dpe + Ap
+{(k1px — 1) A1 + AT} N + K1 AL MOV M2 141
+¢0cze i1 + OJip1 + AShip1 + A3Ac

which simplifies to

ko + (k1 — 1) Aom + K1 A1m (1 — px) pa
M1 + Tmt+1 =

+AS e + Ppe + Af + A5 (1 — pa) pa
+{(k1px — 1) A1;m + AT + ASpat Mt

+ (k1 A1m + A3) oV Aeza 41
+ (poc + A30c) Zept1 + (¢ + A3) S

Thus

log Ete(mt+1+rm,t+1)

ko + (k1 — 1) Ao + K1 A1Lm (1 — py) 1
+ (A5 4 6) pre + A§ + A5 (1 — py) pr + 3 (do. + A3oe)?
(k1ipa — 1) Aim + A5 + ASp) .
+ At +log By (exp ((¢ + A3) Jit1)) -
+1 (k1AL m + A3)° 03

Note that

E¢ (exp (¢ + A3) Ji1)) = Evexp (95,6 Ni1) = exp (o (90 — 1)),
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where )
©g.s = (¢ + A3) pa + 5 (¢ + A3)% 03

Therefore,

log Ete(mt+1+7'm,t+l)

ko + (k1 — 1) Aoym + K1 A1m (1 — px) px
+ (A?% + ¢) He + A?) + A% (1 - p)\) B+ % (¢Uc + A?J,Uc)2
(k1px — 1) A1 + AT + ASpa
+ At. (TA.94)
+3 (k1 A1m + A3)? 03 4 (e?os — 1)

Since, log Epe(™t+1+mm.t+1) = (), this implies that each term of Equation TA.94 is zero. As a result,

the coefficients from the conjecture in Equation 1A.93 are

1 Ko + K1 A1m (1 — pa) px + (A3 + @) pe

0,m —
’ 1
+AS+ A (1= pa) px + 5 (doc + Aso,)?

and
1
2{(k10n = 1) + 514303} A+ i3 AL+ 2{ 5 (A9 0F 4 45 + Ao + (e = 1)

which simplifies to
C+2B.A1m+ AAL,, =0

where
— s S Pp,s _ 1 sy2 2
C = 2{A7+ Ajpr+ (e¥* 1)+2(2) 5
B {(k1ipr—1)+ IilASO'i}
A = Ko}
Hence
—B+vB2 - AC
Al m = .
’ A
We choose the negative value Ay ,, as in Dew-Becker et al. (2017). We provide a proof of Result
TA.14 below. u

Proof. Proof of Result TA.14. Let us find the physical moments and truncated moments:

Et (R%ﬂj_i'_l) — Et (enTm,t+1) .
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Note that

Nrmiy1 = nko +n (k1 —1) Agm +nk1A1m (1= py) pa
+n (k1px — 1) A1t + nr1 AL moay/ Mz i1
+NnQpe +NPocze 1 + npJiyr.

Hence
nko +n (k1 — 1) Aom + nk1Arm (1 — px) pa
K¢ (RTJ\I/[,tH) = 6xp +nope + % (n¢ac)2
+ {n (/61,0>\ — 1) Al,m + % (n/ﬂAl,mO')\)Q} >\t )
xE¢ (exp {noJis1}) .
Note that
Ei (exp (n@) Ji41)) = Erexp (o Ni+1) = exp (A (€72 — 1)),
where
_ 1 2 9
o = (n¢) pa + 5 (n9)” og.
Thus,

nko +n (k1 — 1) Aom + k1A m (1 — py) pa

Ey (Riy41) = exp +ngpe + 3 (ngo.)?

+ {n (Kipx — 1) Ay + % (n/ﬁALma)\)2 + (e¥e — 1)} At

J

Now, let us find the truncated moments

n _ nr 41
Et( M,t+11RM,t+1>a) - Et (6 m 1m"m,t+1>nloga)

— nr 1
= K (e bt 1nrm,t+1>nloga)

Note that
M1 = Ar + Zip1
where
Ay = nko+n (k1 — 1) Aom +nk1Arm (1 — py) pa
+n (k1px — 1) ArmAe + ndpie
Ziy1 = n/ﬂAl,mO‘)\\/)\»tzA,t—i-l +nooczet+1 + nodiia
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Proof. Let us compute the risk neutral moments

My > }
log Ef (R™ = oo dE, [Pt pn
g t( M,t+1) g{ t<EtMt+1 Mt+1
= log Rft41+ log {Et (emtﬂ"‘”’"m,tﬂ)} )

Observe that

M1 + i1 = nko+n (k1 — 1) Agm +nk1Arm (1 — pa) pa
+n (kipy — 1) ArmAe + n/ﬁAl,ma)\\/)th,\,tH
+nopc + noocze 11 + npJipn
+ AL 4+ AT + A5 + ASceya,

which simplifies to

nko +n (k1 — 1) Aom + nk1Arm (1 — py) pa
M1 +NMrmr1 =

+AY + A5 (1 = pa) pa + nope + Apic
+{n(k1px — 1) Arm + A7 + ASpa} M
+ {nmALm + A%} o\xV )\tz)\’tJrl
+ (n¢ + A:S))) OcZei+1 T (nd) + A%) Jit1.

Thus,
nko +n (k1 — 1) Aom + nk1Arm (1 — py) pa
+AY + A5 (1 = pa) pa + ndpe + Apic
E} [Rifi—s1) = Rpss10xp +{n (kipx — 1) Arm + A3 + ASpa} A
+% (nk1A1m + A%)2 0'/2\)\,5
+1(ng+ A3)% 02 + N\ (e‘pz’s - 1)
Since
By (exp ((nd + A43) Ji1)) = exp (A (75 — 1)),

where

1 2
P = (06 A3) pra 5 (ns + A3)% 0%
Now, let us compute the truncated risk neutral moment
E: (RnM,t+11RM¢+1>a) = Rf,t-i—lEt (eth—HLTM’tH1RM,t+1>a) .

Note that
M1+ nTmp1 = Zi + Af
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where
Zi = A{nk1ALm + A5} o/ Mezaer1 + (nd + A3) 0czepr1 + (nd + A3) Ty

and
nkg +n (Hl — 1) A(),m + n-"ilAl,m (1 — p/\) J75Y
+AG + A5 (1 = pa) pn + ndpe + A5puc
+{n(k1pr — 1) Arm + AT + Adpat A

Given the state variable )¢, the truncated risk-neutral moment can be computed at each date. W

TA.9 Estimating Components in the Risk Quantity and Risk Price
Decomposition

In this section, we describe how we estimate all quantities needed for the risk price and risk
quantity decomposition described in Proposition 4 both in the data and in the context of the
representative agent models. In all cases, we must construct estimates of P;[I4,] (the proba-

bility of ending up in region Ag) and E; [%H A, |- Given estimates of these quantities, we
can compute the risk price, O'tMs = (Et [MMMi’f?ﬂH } Ef [%HASD + VAR [14,], since
VAR, [I4,] = Pe[la,] (1 =P, [14,]) and Ef Et]{/[]\ft”TT s} = P [I4,]. Given an estimate for O'tMS

(1)

and our risk premium estimates, RP, . [As], we use Equation 34 to compute the implied risk
quantity, S/ ;.

TA.9.1 Data-Implied Risk Quantities and Prices

First, we can simply use Corollary 1 with n = 0 to construct estimates of P [[4,] at different
horizons. Next, to compute E; [%ﬁ;ﬂ}, we can use Equation 19 to express %H A,as

o0 k '
Li, + > 0k (22) 3 gty (F1) (s = Rpoor) (ar = Rposr)* ™ L,
WHA _ k=1 PG fit— fit—
My_r s ) k ' - »
t— 1+ Z O (1’5) Z (kkl])' (—1)] (ws _ Rf,tﬁT)] E%k (a;T o Rf,tﬁT)k 7
k=1 j:()

Taking expectations under the physical measure on both sides of the above equation yields

M=
=
Tz
Y
=
—
—
=
<
—

[HAS] Z Ok (;rs) 2.7 Y] s Rf,t—>T)j K¢ [(SUT - Rf,t—)T k J HAs]
E, [Et Miyr]y AS] = (FA-95)
] J

M, .1 4
"~ 1+ Z Ok (25) — Rpysr) Ef (w7 — Rpgyr)™™
k=1 j

<
I
O

=
<
~
Tz
<.
N~
—
—
N—
<
~—

i
()

We use Corollary 1 to estimate the necessary physical moments, E; [(:xT — Rf,t%T)k_j ]IAS}, and
truncate the outer summation at £ = 3 as we do when estimating other physical moments in the
paper.
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IA.9.2 Model-Implied Risk Quantities and Prices
Our strategy for computing Py [I4,] and E; [%H As} is model-dependent, and we go through

each case in turn below. In each case, we make use of information highlighted in Internet Appendix
TA.8 regarding each model’s setup.

TA.9.2.1 Bansal and Yaron (2004) and Bansal, Kiku, and Yaron (2012)
The log SDF from Internet Appendix [A.8.5.1 is

0
IOg Mt—>t+1 = 910g5 — JACHJ — (]. — 0) (/1() + K1Zt4+1 — 2t + ACt+1)

and the log market return is

log Rast—t+1 = AQy + A e t+1 + A wepr + Adyna 1 + Alme i1

with
AY, = AY + ATz + AS'o7
Agrn,t = ’{l,mAl,m¢xUt
AT = KimAsmds
dm,t = P40t
Ag}t = qbd,co't-

Thus, and since shocks in this model are normally-distributed,

Pi[Ia,] = Pi[Ratstt1 <z

Ps [log Ry t—t+1 < log ]

= P 0t T ATz 11 + Adwipr + AZyna 1 + Allner <log z]
= Py [AD w1 + Alwirr + AT a1 + Alynesi1 < logz — AfY]

logxz — AfY

= Pt | Znoy < - - — -
VAm) + (AR 4 (A)” + (Am)
Next
Pi[la,] = P [Raresir1 > T
1 =P [Rarp—t41 < 7T
logT — Ap’
= 1-P ZN(O,I) < 0 5 s
\/(Ax,t) + (Aw )2 + (Ad,t> + (Ac,t)
and

Pi[la.] = Pilz < Rapst1 <7
1 — (P [Ryrposty1 < z) + Py [Rypst+1 > T]) -
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Next, we have

EeMioiyr 1

log log

Ryt yi1a My i1
= —log Ry yt11 — log Mi41,

M1

where Ry 441 is the risk-free rate implied by the model. We replace log Ry ; ;11 and log M; 411
by their expressions from Internet Appendix [A.8.5.1 and obtain

EiMi 41

sdf sdf, sdf sdf
7 = —log Rypse1 — Ay — At Net+1 — A7 Mag+1 — AL wis
tstr1

log
with

AB‘}E = flogd + {—Z - (1= 9)}Mc —(1=0)ro— (1 —0) k140

( )/€1A20’ (l—l/)—l-(l—H)A()
+ {_Z - —(1-0)r1A1p+ (1 —6) Al} zi+ (1 — ryv) (1 — 0) Ago?
A = { Z - (1- 9)}¢c0t
A = —(1-0) k1 A1¢.0
A = —(1-0) kA2,

Next, note that

EiM;i i1

i = exp (— log Ryt st41 — A(S) Ac tNet+l — Aiff"?x,tﬂ - Azdfwt+1> .
tot+1

Given the state variables we recover at time ¢, we simulate the multivariate normal N (0,1) for

e . E.M .
(Mz,t4+1> Wet1,Md, 41, Net+1) one million times and compute =+ and Rps¢¢41. This us allows

t—t4+1
us to estimate [E; [%H As] and P, [I4,] as the average of the respective simulated data at each

Ee M s141

Mieos }, which we use as a check on
iR

date. We can also derive a closed-form expression for E; [
the simulations, as:

E¢M i1 sdf | 1 sdf) 2 sdf) 2 sdf) 2
B | S| —onp (<o Ryac — a5+ 5 (((a28) 4 () 5 (a))).
IA.9.2.2 Drechsler and Yaron (2011)

We can always express the log inverse SDF as

E My i1

log
Mi_si41

—log Ry 141 — log My—e11.

In this model (see Internet Appendix [A.8.5.3), we have

log Mi-y141 = {81088 — (1= 0) [0 + Ao (51 = 1)] = (9 = 1) AVi } = A'Yiun,
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flogd + f(—A) ,
log Rf,tﬁtJrl = - - ((1 - 9) A+g (—A)) Y:,

— (1= 0) [ko + Ao (k1 — 1)]
and )
log RM,t—>t+1 = (KO,m + H1,mf40,m - AO,m) - AmYVt + (Kl,mAm + ed) Yii1.

Given the state variables we recover at time ¢, we simulate the multivariate normal N(0,1) for
the shocks, 2441, in this model along with jumps J;y1 five million times and compute EMioier g

My yi41
Ryt t—st+1. This us allows us to estimate E; [%H As] and P, [[ 4,] as the average of the respective

simulated data at each date. We can also derive a closed-form expression for [E; [%ﬁ:l}, which

we use as a check on the simulations, using the expression

E, M. 0logd — (1 —0) [ro + Ao (k1 — 1)] ,
— L —exp { —log Rypsegn — +A 'Y

M :
t—t+1 _@-1)AY,

Taking expectations yields

E, M. Ologd — (1 —0) [ko + Ao (k1 — 1)]
E, {tmtﬂ] — expd —log Ryspit —

M /
t—t+1 _-1)AY,

XK (eXp A/Y¥+1>

where

By [exp A'Yi | = exp (£ (A) + 8 (A) V).

TA.9.2.3 Habit Formation Models: Bekaert, Engstrom, and Ermolov (2023)
We can always express the log inverse SDF as

EiM; 11

log
My 41

= —log Ryt 111 — log My s y1.

In this model (see Internet Appendix IA.8.6), we have:
log M40 =mo + Mgqt + MpNg + My pWp t4+1 T My nWnt+1 + Mw qWg,t+1;

log Ryt i1 = fo+ foqt + fune + fope + fs5¢,

and
log RM,t%tJrl =710+ TpPt + TN + TqQr + TsSt + TwpWpt+1 + TwunWn t+1 T TwqWq,t+1-

Given the state variables we recover at time ¢, we simulate the shocks, (wpt+1,wWn t+1,Wg,t+1), 50
E¢Mi 441 Et[Mz—m]H

Mi—s41 M,y As

and P; [I4,] as the average of the respective simulated data at each date. We can also derive a

million times and compute and Rps¢—¢+1. This us allows us to estimate [E; [
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. E¢ M, . . . :
closed-form expression for E; [ﬁ}, which we use as a check on the simulations, using the
expression

E¢ Myt 41
log————— = —log Ryiit1 — log My q1
M1

= —log Ryt tr1 —mo — mgqr — mpny

—My pWp,t+1 — My nWn t+1 — My, qWq,t+1-

Taking expectations yields

E:Mi 441 —log Rf,t—)t—l—l —mo — Mgqt — Myl
E; | = E; |exp
t—t+1
My, pWp t+1 — M nWnt4+1 — My,qWq,t+1
—log Ryt yi41 — mo — mgq — mpny
= exp

-9 (—mw,p) pt—g (—mw,n) ng—4g (_mw,q) St

1A.9.2.4 Gabaix (2012)

We can always express the log inverse SDF as

K¢ My 41

log
M 41

= —log Ry tst41 — log Myi41.

In this model (see Internet Appendix IA.8.7.1), we have

E; M,
log ==L — og Ry sip1 — log Myyq
M1

= —log Rf,t—>t+1 - (10g<5 - ’YACt+1)

where
Act—l-l = e+ OcEct+1 T Jc,t—l—l-

Thus,

E: M,
log a0 = — log Rf’t%tJrl — 10g(5 =+ ’yAcH_l
M1

—log Ryt y441 —logd +7y (e + 0cecpr1 + Jept1)
= —log Ryt t41 —1ogd + e +v0cEcir1 + v Jer1

The log-risk-free rate is

1
log Ry 1 = —logd + e — 57707 — A (€96 — 1)
and the log-market return is

log Ry t—st41 = ko + K1 f [Lip1] — nf [Le] + nAdyy.
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Given the state variables we recover at time t, we simulate the shocks, (eci+1,€r,441, Jet+1), 10
Ee Mty
Mi—ty1
and P; [[4,] as the average of the respective simulated data at each date. We can also derive a
Ee Mg si41
M1

million times and compute and Rps¢—¢+1. This us allows us to estimate E; [%H As]

closed-form expression for E; [ }, which we use as a check on the simulations, using the

expression

E¢M;i i1

A7 =exp{—log Ry 41 —10gd + ypue +v0ccctr1 + Ve st} -
t—t+1

Taking expectations yields

E, [EtMtﬁt+1:|

Y = (exp{—log Ryt 141 —logd + yuc}) By exp {vocecit1 +VJeit1}
t—t+1

= (exp{—log Ry 111 —logd + yuc}) (Erexp {yocecti1}) (Erexp {vJetr1})

where -
E¢ exp {’YJc,tH} = eXp <)\ (6(% - 1))
with
~ } 2 2
$YG = YHd + 27 op)
and

1
E¢ exp {y0cec41} = exp (2720? ) :

IA.9.2.5 Wachter (2013)

We can always express the log inverse SDF as

Et Mt—>t+ 1

log
M 411

= —log Ryt 4111 — log My 441.

In this model (see Internet Appendix [A.8.7.2), we have
log My—yi+1 = Aj + AT A + A1 + A3Ace41.
The log-risk-free rate is
log Ry i1 = A + AN,

and the log-market return is

log Ravrt—stv1 = Ko+ (K1 — 1) Agm + K1Aim (1 — pa) pr + (k1px — 1) AN
+r1ALmOAV M2r 41 + Qe + POczetr1 + Gt

Given the state variables we recover at time t, we simulate the shocks, (2x¢+1, 241, Je+1), 10
E:Mi_i41 Et[Mt%T]]I
M4 My_p As
and P; [[4,] as the average of the respective simulated data at each date. We can also derive a
Ee Mg s41
Mi—si41

million times and compute and Rps¢—¢+1. This us allows us to estimate E; [

closed-form expression for [E; [ }, which we use as a check on the simulations, using the
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expression

Taking expectations yields

E, [EtMHtH

M 41

Recall that

Thus,

E, [EtMtet+1

M1

Note that

with

|

. EiM; 41
M1

= —log Ry y1 — Ay — ATA — AShip1 — A3Ac 1.

Et exp {— log Rfyt*}tJrl — Ag — AiAt - Ag)\t—i-l - AgAct—i—l}

exp{—log Ry 111 — Aj — AjAe} Eexp {—ASA1 — A3Aci1}

exp{—1logRss 111 — Ay — AT A} Eyexp

exp

exp

exp

exp

—log Ryt —t41

E; exp

A — ASN — Adpe

— A5t 41

_Ag (Mc + 0cZet+1 + Jt+1)

—ASAi41 — A30cze 41

—A3Ji 1

Air1 = (L= px) i + pade + oav/ ez 141

—log Ryt t41
A~ AN~ A
—A5 (1= pa) pir + pre)

—log Ryt

—Af — AP — Agpe

A5 (1= pa) pa +pade)

—log Ryt st41
—Afj — AT — ASpc
—A5 ((1 = px) pix + pas)

+1(A4500)* M + § (A30.)°

Etexp (—A5Ji41) = exp ()\t (e5 — 1))

E; exp

exp

1
P =—Ajua+ 5 (43)° oF.
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—AS0 3V A2\ 141

—Ajoczetr1 — A3di

+1(A300)* N

E; exp (—A3J¢41)

+1(A30.)7

Et exp (-AgJH_l) .



Hence,

—log Ryt i1

—A5 — ASN\ — ASpue _
Et{m}:exp ’ . ’ exp()\t (650—1)).

M1
- —A3 (1 = px) pr + pade)

1 (A300)7 N + § (A50,)°

IA.10 Discussion of Differences with Respect to the Decomposi-
tion in Beason and Schreindorfer (2022)

Beason and Schreindorfer (2022) present a related decomposition of the unconditional equity risk
premium that generates different implications for the relative contributions for downside, central,
and upside risk premia to the total risk premium compared to our results. Namely, results in
Beason and Schreindorfer (2022) imply that their equivalent of the downside, central, and upside
risk premia constitute (approximately) 80%, 30%, and -10% of the total equity risk premium,
respectively. This empirical result is very different than our baseline results (Table 2, Panel B), which
imply the downside and central risk premia contribute similar amounts to the total risk premium
(unconditionally) at about 45% each, and the upside risk premium contributes about 10% of the
total risk premium unconditionally. To understand these different empirical results, we discuss three
differences between our methodology and that in Beason and Schreindorfer (2022). First, Beason
and Schreindorfer (2022) use a slightly different definition of the risk premium decomposition than
we use herein. Second, their unconditional decomposition makes use of different empirical techniques
to estimate the physical and risk-neutral market return densities than we use herein. Third, Jensen’s
inequality effects could explain some of the discrepancy between our respective decomposition
results. We discuss each of these issues in more detail below.

We begin by discussing the relationship between our definition of the equity risk premium de-
composition relative to that in Beason and Schreindorfer (2022). Starting with their Equation 4
and redefining their net market returns, R, in that equation to be gross returns (to be consistent
with our consistent use of gross market returns), their truncated of risk premium associated with
market returns between x; and x5 is given by:

RE" [A,,,) = [ Rar (F (Bar) — £ (Rag)) Ry, (14.96)

—~ (1
We use RIP’( ) [Az,,] to designate this risk premium to highlight that this definition is analogous

to (but not exactly the same as) our definition of the risk premium, RP® [4,], in Equation 29.99
f and f* represent the unconditional physical and risk-neutral return densities, respectively. To
highlight the differences between the two risk premium definitions, we focus on the downside region
for clarity. This corresponds to our case where A; = A4. The same case is obtained from Equation
IA.96 by setting 1 = 0 and x9 = z, which is the cutoff for our downside region (0.9). In this case,

55We remove the “t — T subscripts for simplicity since Beason and Schreindorfer (2022) consider only the one-
month horizon.
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the Beason and Schreindorfer (2022) risk premium definition becomes:

S (1)

RP " [Ad = | Ru (f(Bm) — f7 (Bm)) dRu (IA.97)

s

Equivalently, we can express this integral in terms of expectation operators:

——(1) *
RP " [Ag) = E[RmIa,] —E*[Ryla,]

where I4, is an indicator function for realizations of market returns in region Ay (that is, Ry €
[0, z]). Using the identity Ry = Ry — Ry + Ry, we can express the Beason and Schreindorfer (2022)
downside risk premium in terms of a component that is equivalent to the unconditional version of
our downside risk premium, RPM [Ag4], plus a component that is equivalent to a contingent claim
that pays off one dollar in the event that Ry, € Ay:

@(1)

[Ad] E[(Rv — Rp + Ry)la,] —E" [(Ryv — Ry + Ry)1a,]

E[(Ry — Ry)Ia,] — E* [(Ry — Ry) La,]
FE [Rfla,] — E* [Rflla,]
= RPW [44] + Ry (E[la,] — E* [La,]) . (IA.98)

Intuitively, this discrepancy exists because Beason and Schreindorfer (2022) define the truncated
equity risk premium in terms of market returns in Equation [A.96, whereas we define our truncated
risk premia in terms of excess market returns throughout. Note that when integrating Equation
IA.96 over the entire return space (1 = 0, 2 — 00), the two definitions are consistent since
fooo Ry f* (Rar) dRy = Ry. However, the two definitions are distinct when the region of interest
is a subset of the return space. For completeness, the truncated market risk premia in the central
and upside regions in Beason and Schreindorfer (2022) are related to ours as follows:

RP" (4] = RPD[A]+ Ry (B[] - E[L4]) and (IA.99)

— (1

RP" (4, = RPO[A,] + Ry (E[La,] — E* [Ia,]) (IA.100)
Therefore, the unconditional truncated market risk premia under our definition will be different
than those implied by the Beason and Schreindorfer (2022) by terms related to the risk premia on
contingent claims of the form E [I4,] — E* [I4,] that pay off one dollar in each respective region of
market returns, s € {d, c,u}. We call these “Arrow-Debreu risk premia” and define

RPO [A,] = Eilla,] - Ef [La,].

How do we expect these differences highlighted in Equations 1A.98-IA.100 to manifest in terms
of the measured truncated risk premia? Using our methodology, we can compute the conditional
Arrow-Debreu risk premia, ]RIP’EO) [As], by setting n = 0 in Corollary 1 to estimate E [[4] and using
standard techniques described in Internet Appendix IA.5 to estimate the risk-neutral counterpart.
We plot estimated R}P’go) [As] in Figure IA.19. The unconditional (over time) average values of
RPIEO) [As] for s € {d,c,u} are -1.88%, 1.35%, and 0.58% (annualized and in percent), respectively.
Our unconditional average values of RIP’S) [As] for s € {d,c,u} (reported in Table 2 and Figure 2)
are 4.45%, 3.33%, and 0.97%, respectively (annualized and in percent). Therefore, the discrepancy in
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the risk premium decomposition definitions could cause large differences in our measured RP() [As]

— (1
compared to R]P’( ) [As] implied by Beason and Schreindorfer (2022).
Our unconditional values of RIP’%O) [As] imply the following relationships (all else equal) between

our unconditional RP(M) [A,] and the @(1) [As] values implied in Beason and Schreindorfer (2022):
e9)
e))

RP [Ag < RPW A4,
RP

[A] > RPW[A.], and
RPV (4] > RPW[4,].

Figure 1 in Beason and Schreindorfer (2022) actually imply the opposite relationships between our
respective truncated risk premia. Namely, their Figure 1 implies

@(1) [Ad] > RIP)(l) [Ad] ,

P [4] < RPW[4,], and

A
RP (4] < RPO[4,]
u uj -

Why is this the case? This brings us to the second major difference between our decomposition
and that in Beason and Schreindorfer (2022), which is related to how they estimate the physical
and risk-neutral densities. In their case, they estimate f using realized historical returns and esti-
mate f* using an optimization approach over conditional f* implied by option prices. Their this
procedure yields an estimate for E [f*] /E [f] that is not monotonically decreasing in market returns
(see Beason and Schreindorfer (2022), Figure 2). The fact that their E [f*] /E[f] is only slightly
decreasing in the central region yields an implied central risk premium contribution (approximately
30%) that is lower than that implied by our methodology (approximately 45%). The fact that their
E[f*] JE[f] is slightly increasing in the upside region yields an implied upside risk premium that
is negative with a contribution to the total risk premium of approximately -10% (compared to our
estimate of approximately 10%).

We sidestep the issue of estimating the physical and risk-neutral densities by using our transfor-
mation between risk-neutral and physical moments implied by Corollary 1. As can be see in Figure
TA.9, our methodology implies conditional SDF's that are (approximately) monotonically decreasing
in market returns. The result is that our downside, central, and upside risk premia are all positive
so that each has a positive contribution to the overall risk premium. Finally, the implied magnitude
of the downside risk premium in Beason and Schreindorfer (2022) is larger than our unconditional
value because their E [f*] /E [f] (their Figure 2) is higher than our conditional SDFs in the downside
region (see Figure IA.9). This implies that their E[f] — E[f*] is higher than our implied value in
this region, yielding a larger downside risk premium.

The third potential contributor to differences between our risk premium contribution measures
and those in Beason and Schreindorfer (2022) is related to Jensen’s inequality. Beason and Schrein-
dorfer (2022) compute their contributions effectively by integrating over E [f] — E [f*], whereas we
first compute conditional contributions and average over these. One way to make our measures
more comparable to theirs would be to compute contributions directly from the unconditional
average risk premium levels. For instance, using results reported in Table 2, we could compute:

E [R}P’EgT [Ad]} /E [RIP’EDT [Aﬂ = 4.45/8.72 = 51%. Since our estimate of the downside risk pre-

—

5Note that the ratio E [f*] /E[f] is not exactly the same as the unconditional SDF, which is given by E[f*/f].
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mium contribution reported in Table 2 is approximately 46%, this implies that even ignoring the
Jensen’s inequality terms would not reconcile the large differences between our risk premium con-
tribution estimates and those in Beason and Schreindorfer (2022).
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Figure TA.7
Relative Risk Aversion (1/7 (xs))

This graph plots estimates of relative risk aversion based on reported values of 7 (x5) in Table 1. Relative risk aversion is
simply 1/7 (z5) (see Equation 14). Values are plotted for three points in the return space (z4, x., and x,,) corresponding
to the regions Ay, A., and A, respectively, and across five horizons (30, 60, 90, 180, and 360 days).
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(a) SDF from Rosenberg and Engle (2002)

R SDF comparison

O Target SDF
% Fitted SDF
——-z

z

L P — L L L L L 1t
092 0.94 096 0.98 1 1.02 104 1.06 1.08
Ry

(b) SDF from Beason and Schreindorfer (2022)

SDF comparison
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R |
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Figure IA.10
Matching Non-Monotonic SDFs

This table plots SDF's implied by Equation 18 using preference parameters reported in Table IA.9, which were optimized
to minimize the square differences between SDF values from Rosenberg and Engle (2002) Figure 6 (Panel A) or Beason
and Schreindorfer (2022) Figure 2 (Panel B). See Internet Appendix IA.3.7 for more details.
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Figure IA.18
Model-Implied and Data-Methodology-Implied Model Market Risk Premium Decompositions

These graphs compare plots of the model-implied market risk premium decompositions to the data-methodology-applied-
to-models (DMAM) market risk premium decompositions (see Subsection 5.3 for a description of the latter decomposi-
tions). Plots labeled “Model Meth.” report original model-implied market risk premium decomposition results. Plots labeled
“Data Meth.” report DMAM market risk premium decompositions. Panels (a) and (b) report results for the Drechsler
and Yaron (2011) (“DY”) model. Panels (c)-(f) report results for the Bekaert, Engstrom, and Ermolov (2023) (“BEE”)
model with and without preference shocks (continued on next page). Panels (g) and (h) report results for the Gabaix
(2012) model. Panels (i)-(j) report results for the Wachter (2013) model. Solid black lines represent the total conditional
market risk premium and dark/medium/light shaded regions represent the downside/central/upside risk premium con-
tributions, respectively. All decompositions use a 30-day horizon to match model calibration frequencies in the original
papers (monthly), and set A;=[0,0.9], A.=[0.9,1.1], and A,=[1.1,4+00). All time series are smoothed by averaging over
two months of lagged daily data to reduce the appearance of noise.
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(e) Model Meth.: BEE w/o Pref. Shock (f) Data Meth.: BEE w/o Pref. Shock
RPY[A] RPY[A]
Au Au
Ac Ac
Al I Ad

60 . ; ; . 100 60 . ; ; . 100
_sor 80 = 0f =
S = S =
-"—E 60 E «

g L =X g L X
3% FOR 3
= a0 2 = 2
P H =0t 2
s g 5 E

=2 [ =2

10} 03 10} S

0 0 0 0
1995 2000 2005 2010 2015 2020 1995 2000 2005 2010 2015 2020
Year Year
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Model-Implied and Data-Methodology-Applied-To-Models Market Risk Premium Decompositions

Figure IA.18

(continued)
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Figure IA.19
Arrow-Debreu Risk Premia

This graph plots the data-implied Arrow-Debreu risk premia of the form R]P’go) [As] = E; [Ia,] — Ef [I4,] estimated using
preference parameters reported in Table 1 to estimate E; [[4,] according to Corollary 1 with n = 0 and Ef [I4,] according
to standard techniques described in Internet Appendix [A.5. These are computed at the 30-day horizon and annualized to
be consistent with plots of our market risk premium in Figure 2. The decompositions use A;=[0,0.9], A.=[0.9,1.1], and
A,=[1.1,400). All time series are smoothed by averaging over two months of lagged daily data to reduce the appearance
of noise.
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Table TA.1
Data-Implied Variance Risk Premium Decomposition Summary Statistics

This table reports summary statistics for the data-implied risk premium decomposition according to Proposition 3 using
preference parameters reported in Table 1 with n = 2 (i.e., the variance risk premium). Panel A reports statistics for the
risk premium levels (annualized and in percent) and Panel B reports statistics for the contributions of risk premia from
each region to the total risk premium (as fractions of the total risk premium, in percent). A4=[0,0.9], A.=[0.9,1.1], and
A,=[1.1,400) and these labels correspond to the downside, central, and upside risk premia, respectively. A = A;UA.UA,
and this label corresponds to the total risk premium. Statistics reported under “Unconditional” use the full estimated time
series for each risk premium measure. Statistics reported under “Cond. Means” report the means for each time series
conditional on 30-day risk-neutral variance (M:(jgﬂ [A]) falling below its first quartile (“Lo”), between its first and third
quartiles (“Mid”), or above its third quartile (“Hi”). These correspond to periods of low, moderate, or high market volatility,
respectively. Statistics are reported for risk premium decompositions at 30-, 60-, 90-, 180-, and 360-day horizons, and are
based on daily data from January 1996 through June 2019.

Panel A: RP?),,. [A.] (%) Panel B: RP\?)[A,]/RPZ), [A] (%)
Cond. Means Unconditional Cond. Means Unconditional

Horizon  Region Lo Mid Hi Mean St. Dev. Lo Mid Hi Mean St. Dev.

(days)
A -0.29 -0.67 -2.50 -1.03 1.46

30 Ag -0.25 -0.60 -2.22 -0.92 1.19 83.28 89.15 92.11 88.42 6.94
Ac -0.05 -0.09 -0.11 -0.09 0.10 19.19 14.56  7.63 13.99 6.87
A, 0.01 0.02 -0.14 -0.02 0.33 -247  -3.71  0.26 -2.41 4.54
A -0.51 -1.10 -3.65 -1.59 1.99

60 Ag -0.44 -0.97 -2.97 -1.34 1.46 87.83 89.79 85.96 88.34 4.05
Ac -0.07  -0.10 -0.02 -0.07 0.12 14.06 9.94  2.43 9.09 5.63
Ay 0.01 -0.01 -0.61 -0.16 0.63 -1.89  0.27 11.62 2.57 6.77
A -0.62 -1.26 -3.72 -1.71 1.91

90 Ag -0.54 -1.08 -2.88 -1.39 1.32 88.44 87.61 81.84 86.37 4.38
Ac -0.07 -0.08 0.03 -0.05 0.10 12.56  7.56 -0.01 6.92 5.98
A, 0.01 -0.07 -0.83 -0.24 0.69 -1.00  4.83 18.17 6.71 8.60
A -0.88 -1.63 -4.13 -2.07 2.03

180 Ag -0.73 -1.31 -3.05 -1.60 1.39 85.57 82.37 76.88 81.80 4.35
Ac -0.08 -0.04 0.08 -0.02 0.11 8.99 295 -2.30 3.15 5.86
A, -0.04 -0.25 -1.11 -0.41 0.71 544 14.68 25.42 15.06 9.04
A -0.81 -1.34 -2.67 -1.54 1.21

360 Ag -0.62 -0.98 -1.83 -1.10 0.82 78.33 7497 69.77 74.51 4.61
A, -0.06 -0.05 -0.05 -0.06 0.09 7.09 3.72 093 3.87 5.20
A, -0.11  -0.28 -0.77 -0.36 0.39 14.58 21.31 29.30 21.62 7.41
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Table IA.2
Representative Agent Model-Implied Variance Risk Premium Decomposition Summary Statistics

This table reports summary statistics for the model-implied risk premium decompositions based on representative agent
models described in Section 5 with n = 2 (i.e., the variance risk premium). Panel A reports statistics for the risk premium
levels (annualized and in percent) and Panel B reports statistics for the contributions of risk premia from each region to
the total risk premium (as fractions of the total risk premium, in percent). Results are reported for the following models:
Drechsler and Yaron (2011) (“DY”), Bekaert, Engstrom, and Ermolov (2023) (“BEE”) with and without preference shocks,
Gabaix (2012) (“Gabaix”), and Wachter (2013) (“Wachter”). A4=[0,0.9], A.=[0.9,1.1], and A,=][1.1,400) and these labels
correspond to the downside, central, and upside risk premia, respectively. A = A;U A.U A, and this label corresponds to
the total risk premium. Statistics reported under “Unconditional” use the full estimated time series for each risk premium
measure. Statistics reported under “Cond. Means” report the means for each time series conditional on 30-day risk-neutral
variance (M:(j%ﬂ [A]) falling below its first quartile (“Lo”), between its first and third quartiles (“Mid”), or above its third
quartile (“Hi”). These correspond to periods of low, moderate, or high market volatility, respectively. Results are based on
state variables extracted from the data under each model using their original calibrations, which are monthly in all cases,
and use daily data from January 1996 through June 2019.

Panel A: RP\®) . [A.] (%) Panel B: RP\?),[A,]/RPD) [A] (%)
Cond. Means Unconditional Cond. Means Unconditional
Class Model Region Lo Mid Hi Mean St. Dev. Lo Mid Hi Mean St. Dev.
A 0.00 -0.42 -1.94 -0.69 0.99
IRR DY Ag -0.01 -0.44 -1.96 -0.71 1.01 -62.36  100.17 101.62 59.90 209.08
A 0.00 -0.01 0.06 0.01 0.25 4.09 1.83 1.26 2.25 4.87
Ay 0.01 0.03 -0.03 0.01 0.21 158.28  -2.00 -2.88 37.85 206.57
A -0.07 -0.31 -2.46 -0.79 1.62
A -0.03 -0.25 -2.27 -0.70 1.46 46.26  70.41  92.51 69.90 19.57
BEE (w/P.S.) ¢
A, -0.04 -0.06 -0.14 -0.07 0.07 53.75  29.65 7.11 30.04 19.68
Habit Ay 0.00 0.00 -0.05 -0.01 0.12 0.00  -0.06 0.38 0.06 0.96
abi
A -0.17 -0.91 -3.19 -1.30 1.60
A -0.16 -0.86 -2.74 -1.15 1.28 86.96 94.28  88.78 91.08 15.13
BEE (w/o P.S.) ~ ¢
A -0.01 -0.06 -0.34 -0.12 0.19 13.04 5.74  10.55 8.77 15.07
A, 0.00 0.00 -0.10 -0.02 0.27 0.00 -0.02 0.67 0.16 2.22
A -0.87 -2.46 -6.81 -3.15 2.68
Gabai Ag -0.87 -2.45 -6.74 -3.13 2.65 101.16  99.67  98.96 99.86 0.92
abaix
A 0.01 -0.01 -0.08 -0.03 0.04 -0.90 0.40 1.14 0.26 0.84
) A, 0.00 0.00 0.01 0.00 0.01 -0.26  -0.06 -0.11 -0.12 0.11
Disaster
A -0.38 -0.78 -1.90 -0.96 0.76
Ag -0.39 -0.82 -2.10 -1.03 0.87 102.14 104.70 109.47 105.25 3.07
Wachter
A 0.00 0.00 0.07 0.02 0.08 -0.44 0.19 -2.11 -0.54 1.67
Ay 0.01 0.04 0.13 0.06 0.06 -1.70 -4.89 -7.36 -4.71 2.33
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Table IA.4
Data-Implied Risk Quantities and Risk Prices by Horizon

This table reports time series averages of level variables from the data-implied risk quantities and risk prices at different
horizons (30-, 60-, 90-, 180-, and 360-day) in each region of interest using the decomposition: RREET [As] = Bg‘is-aﬁm s The
risk price can further be decomposed as: o} %\/1 s = Wi M T at% s- Results from the 30-day horizon match results reported
for the data-implied decomposition in Table 6. All risk quantity and risk price variables are defined in Proposition 4.
The data-implied decomposition measures are based on the data-implied market risk premium decomposition time series
summarized in Table 2. 44=[0,0.9], A.=[0.9,1.1], and A,=[1.1,+00) and these labels correspond to the downside, central,
and upside risk premia, respectively. A = A;U A.U A, and this label corresponds to the total risk premium. Data is daily
and runs from January 1996 through June 2019.

Panel A: Mean Levels

B s 0,3, (annualized, %) we,M,s (annualized, %) of, (annualized, %)

Horizon (days) A A; A. A, A Aqg A, Ay Aqg A, Ay Ag A, A,
30 0.45 0.20 0.06 0.02 20.29 20.92 83.50 40.12 -12.39 23.34 8.79 33.31 60.16 31.33

60 0.39 0.32 0.04 0.02 25.64 16.45 83.02 55.41 -11.46  21.55 14.21 2791 61.48 41.19

90 0.42 0.34 0.02 0.02 21.49 15.15 73.75 56.81 -10.18 15.85 14.56 25.33 57.90 42.24

180 0.45 0.39 0.01 0.03 16.43 12.23 51.30 49.26 -6.46  8.39 13.00 18.68 4291 36.26

360 0.61 0.27 0.01 0.04 7.11 10.88 26.89 29.96 -3.47  2.86 6.65 14.35 24.03 23.32
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Table TA.6
Preference Parameter Estimates (+5% Cutoffs)

This table reports preference parameters estimates for 7 (x5) (Equation 14), p (zs) (Equation 15), and & (zs) (Equation 16)
with s € {d,c,u} and x4 = 0.92, . = 1.00, and x,, = 1.08. These correspond to the three regions of interest in the gross
market return space defined by A4,;=[0,0.95], A.=[0.95,1.05], and 4,=[1.05,+00). 1/7 (x) is the relative risk aversion.
Parameters are estimated separately for each of five horizons (30, 60, 90, 180, and 360 days). Estimations are done using
nonlinear least squares according to the description in Subsection 4.2. Values in brackets represent the 95% confidence
intervals obtained from 10,000 block bootstrap simulations. The block length is set to be four years for simulations at
all horizons. Parameters are estimated using daily S&P 500 excess market return data (ex dividend) from CRSP and
risk-neutral moments computed from daily option prices obtained from Option Metrics. Data is daily and ranges from
January 1996 through June 2019.

Horizon (days)

Region Parameter 30 60 90 180 360
1/7 (xq) 3.11 2.80 2.41 1.81 0.94
[1.96, 5.15] [1.92, 4.31] [1.52, 4.08] [1.12,4.59] [0.68, 1.97]
T (xq) 0.32 0.36 0.42 0.55 1.07
Ay [0.19, 0.51] [0.23, 0.52] [0.24, 0.66] [0.22, 0.89] [0.51, 1.47]
p (xzq) 1.28 1.36 1.39 1.56 2.14
[0.80, 1.64] [1.06, 1.76] [0.97, 1.99] [0.99, 2.36] [0.97, 2.83]
K (zq) 1.25 1.42 1.44 1.82 3.53
[0.60, 1.62] [1.03, 2.02] [0.93, 2.41] [0.97, 3.68] [1.05, 5.22]
1/7 () 2.11 1.93 1.75 1.44 0.86
[1.41, 4.21] [1.37,3.07] [1.17,3.09] [1.01, 3.38] [0.70, 1.70]
T () 0.47 0.52 0.57 0.70 1.17
A, [0.24, 0.71] [0.33, 0.73] [0.32, 0.85] [0.30, 0.99] [0.59, 1.42]
p(xc) 2.11 2.18 2.14 2.14 2.35
[0.76, 2.97] [1.24, 3.16] [0.97, 3.34] [0.98, 3.45] [0.59, 3.74]
Kk (xc) 2.18 2.40 2.32 2.57 3.86
[0.59, 2.83] [1.30, 3.45] [0.96, 3.73] [1.07, 4.43] [1.11, 5.41]
1/7 () 1.29 1.21 1.16 1.10 0.77
[0.97, 3.91] [0.95, 2.23] [0.86, 2.48] [0.80, 2.61] [0.65, 1.53]
T (Ty) 0.78 0.83 0.86 0.91 1.31
A [0.26, 1.03] [0.45, 1.05] [0.40, 1.16] [0.38, 1.25] [0.65, 1.53]
“ p () 5.13 5.14 4.62 3.48 2.80
[0.69, 6.76] [1.48, 7.21] [0.89, 7.32] [0.72, 7.68] [0.09, 6.30]
K (Ty) 4.34 4.82 4.35 3.97 4.61
[0.50, 4.76] [1.70, 5.68] [0.90, 6.29] [1.14, 7.11] [1.10, 7.43]
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Table IA.7
Data-Implied Market Risk Premium Decomposition Summary Statistics (£5% Cutoffs)

This table reports summary statistics for the data-implied risk premium decomposition according to Proposition 3 using
preference parameters reported in Table 1 with n = 1 (i.e., the market risk premium). Panel A reports statistics for the
risk premium levels (annualized, in percent) and Panel B reports statistics for the contributions of risk premia from each
region to the total risk premium (as fractions of the total risk premium, in percent). 4;=[0,0.95], A.=[0.95,1.05], and
A,=[1.05,+00) and these labels correspond to the downside, central, and upside risk premia, respectively. A = AjUA.UA,
and this label corresponds to the total risk premium. Statistics reported under “Unconditional” use the full estimated time
series for each risk premium measure. Statistics reported under “Cond. Means” report the means for each time series
conditional on 30-day risk-neutral variance (M:(jgp [A]) falling below its first quartile (“Lo”), between its first and third
quartiles (“Mid”), or above its third quartile (“Hi”). These correspond to periods of low, moderate, or high market volatility,
respectively. Statistics are reported for risk premium decompositions at 30-, 60-, 90-, 180-, and 360-day horizons, and are
based on daily data from January 1996 through June 2019.

Panel A: RP{" . [A.] (%) Panel B: RP\",[A.]/RPV[A] (%)
Cond. Means Unconditional Cond. Means Unconditional

Horizon Region Lo Mid Hi Mean St. Dev. Lo Mid Hi Mean St. Dev.

(days)
A 3.38 7.30 18.65 9.16 7.72

30 Ag 1.99 4.58 12.66 5.95 5.55 59.58 63.23 67.11 63.28 5.58
Ac 1.07 1.30 1.17 1.21 0.19 3291 19.52  7.62 19.89 10.37
Ay 0.26 1.34 4.79 1.93 2.28 7.51 17.26 25.27 16.82 8.23
A 3.63 7.29 16.84 8.76 6.41

60 Ag 2.47 5.00 11.99 6.12 4.81 68.98 69.38 70.77 69.63 4.03
Ac 0.61 0.57 048 0.56 0.10 17.65 879 3.24 9.62 5.87
Ay 0.48 1.63 4.28 2.01 1.72 13.37 21.83 25.99 20.75 6.60
A 3.58 6.71 14.23 7.81 5.08

%0 Ag 2.56 4.73 10.27 5.57 3.85 7227 71.34 71.94 71.72 3.56
A 0.37 0.32 0.29 0.33 0.07 10.86  5.33  2.20 5.93 3.59
Ay 0.59 1.58 3.56 1.83 1.30 16.87 23.33 25.87 22.35 5.27
A 3.55 6.05 11.52 6.79 3.94

180 Ag 2.61 4.34 8.36 4.91 2.98 74.99 72.97 72.57 73.38 3.29
Ac 0.15 0.15 0.20 0.16 0.07 4.41  2.65 1.68 2.85 1.28
Ay 0.71 1.46 2.85 1.62 0.95 20.59 24.38 25.75 23.77 3.73
A 2.58 4.07 7.23 4.49 2.50

360 Ag 1.91 290 4.99 3.17 1.73 75.12 71.59 68.97 71.82 4.59
Ac 0.08 0.13 0.19 0.13 0.09 3.45 349  2.80 3.30 1.99
Ay 0.54 1.01 2.02 1.14 0.75 21.43 24.93 28.23 24.88 3.96
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Table IA.8
Market Risk Premium Decompositions with Modified Decomposition Preference Parameters (30-day horizon)

This table reports summary statistics for the data-implied risk premium decomposition according to Proposition 3 with
n = 1 (i.e., the market risk premium) using our original preference parameters reported in Table 1 along with modified
versions of these parameters. Panel A reports average risk premium levels (annualized, in percent). Panel B reports statistics
for the contributions of risk premia from each region to the total risk premium (as fractions of the total risk premium, in
percent). Panel C reports preference parameter values used in each decomposition with the “Modified Parameter” column
indicating which parameters were modified from their original values, while holding all other parameter values fixed. For
instance, in the rows labeled “r (z4), 7 (z.), and 7 (z,),” we modify 7 parameters in all regions while keeping p’s and
k's at their original values. Columns labeled “Orig.” represent results based on original parameter values. For instance,
the “Orig.” column in Panel A presents original average market risk premium results from Table 2 for a comparison with
results when modifying parameters. Columns labeled “Less SD/2” (“Plus SD/2”) represent decomposition results based on
using preference parameter values that are either one-half of a standard deviation lower (higher) than their original values
based on the bootstrap analysis used to generate results reported in Table 1. A;=[0,0.9], A.=[0.9,1.1], and A4,=[1.1, +0c0)
and these labels correspond to the downside, central, and upside risk premia, respectively. A = A3 U A. U A, and this
label corresponds to the total risk premium. All results are for risk premium decompositions at the 30-day horizon, and
are based on daily data from January 1996 through June 2019.

Panel A: Panel B: Panel C:
R]P’S_))T [As] (%) % (%) Parameter values

Modified Parameters Region Less SD/2 Orig. Plus SD/2 Less SD/2 Orig. Plus SD/2 Less SD/2 Orig. Plus SD/2

A 9.92 8.72 7.67

Ag 4.79 445 4.09 43.17 45.67 47.38 0.23 0.28 0.34
7 (), T (2c), and T (zy) A, 4.00 3.33 2.85 49.59 47.84 46.65 0.41  0.49 0.57

Ay 1.22 097 0.79 7.24 648 5.97 0.82  0.96 1.11

A 9.21 8.72 8.15

Ag 4.82 445 4.03 47.49 45.67 43.54 0.93 0.99 1.05
p(xa)s plze)y and p(zu) 334 3.33 3.32 46.70 47.84 49.20 155  1.82 2.91

Ay 0.91 097 1.03 5.81  6.48 7.26 4.78  5.76 6.75

A 8.09 8.72 9.32

Ag 4.17 445 4.71 44.70 45.67 46.54 0.72 0.81 0.91
K (za)y K (2c), and £ ()

A 3.31 3.33 3.35 48.71 47.84 47.06 1.54 1.79 2.05

Ay 0.94 097 0.99 6.59  6.48 6.40 3.35 3.97 4.58
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Table TA.9
Preference Parameters for Matching Non-Monotonic SDF's

This table reports preference parameters 7 (x5) (Equation 14), p(xs) (Equation 15), and x (x5) (Equation 16) with s €
{d, c,u} optimized to minimize the square differences between the parameter-based SDF in Equation 18 and those from
either Rosenberg and Engle (2002) (Figure 6) or Beason and Schreindorfer (2022) (Figure 2). These parameters are used
to generate the plots in Figure IA.10. See Internet Appendix IA.3.7 for more details.

SDF to Match
Rosenberg and Engle (2002) Beason and Schreindorfer (2022)

Region Parameter Figure 6 Figure 2
T (T4) 0.03 0.16
A, p (z4) 0.89 0.62
K (xq) 0.73 0.28
T () -0.13 0.55
A,y p(xc) -2.77 13.48
K () -9.92 -6.84
T () 0.13 0.67
A,y p (xy) 17.99 4.64
K () 21.57 -44.56
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Table IA.10
Preference Parameter Estimates (Corollary 2)

This table reports preference parameters estimates for a single set of 7, p, and x based on Corollary 2. We assume these
are constant over time rather than a function of R;; .7 for parsimony. 1 /7 is the relative risk aversion. Parameters are
estimated separately for each of five horizons (30, 60, 90, 180, and 360 days). Estimations are done using nonlinear least
squares according to the description in Subsection 4.2 (but adapted to apply to Corollary 2 rather than Corollary 1 as
in our main results). Values in brackets represent the 95% confidence intervals obtained from 10,000 block bootstrap
simulations. The block length is set to be four years for simulations at all horizons. Parameters are estimated using daily
S&P 500 excess market return data (ex dividend) from CRSP and risk-neutral moments computed from daily option
prices obtained from Option Metrics. Data is daily and ranges from January 1996 through June 2019.

Horizon (days)

Parameter 30 60 90 180 360
1/1 1.87 1.67 1.53 1.30 0.79
[1.36, 4.20] [1.23,2.98] [1.08, 2.96] [0.96, 2.92] [0.64, 1.23]
T 0.54 0.60 0.65 0.77 1.27
[0.24, 0.73] [0.34, 0.81] [0.34, 0.93] [0.34, 1.04] [0.81, 1.56]
p 2.62 2.69 2.57 2.42 2.28
[0.74, 3.78] [1.24, 4.03] [0.92, 4.18] [0.78, 4.33] [0.00, 4.62]
K 2.74 2.98 2.79 2.96 4.17
[0.57, 3.64] [1.30, 4.33] [0.94, 4.53] [1.09, 5.29] [1.38, 6.29]

TA.136



Table TA.11
Data-Implied Market Risk Premium Decomposition Summary Statistics (Corollary 2)

This table reports summary statistics for the data-implied risk premium decomposition according to Proposition 3 using
the single set of preference parameters reported in Table TA.10 with n = 1 (i.e., the market risk premium) to construct
physical moments according to Corollary 2. Panel A reports statistics for the risk premium levels (annualized, in percent)
and Panel B reports statistics for the contributions of risk premia from each region to the total risk premium (as fractions
of the total risk premium, in percent). 4;,=[0,0.9], A.=[0.9,1.1], and A,=[1.1,+00) and these labels correspond to the
downside, central, and upside risk premia, respectively. A = A4 U A, U A, and this label corresponds to the total risk
premium. Statistics reported under “Unconditional” use the full estimated time series for each risk premium measure.
Statistics reported under “Cond. Means” report the means for each time series conditional on 30-day risk-neutral variance
(M:(jgp [A]) falling below its first quartile (“Lo”), between its first and third quartiles (“Mid”), or above its third quartile
(“Hi”). These correspond to periods of low, moderate, or high market volatility, respectively. Statistics are reported for
risk premium decompositions at 30-, 60-, 90-, 180-, and 360-day horizons, and are based on daily data from January 1996
through June 2019.

Panel A: RP(") . [A,] (%) Panel B: RP") .[A.]/RP\V,[A] (%)
Cond. Means Unconditional Cond. Means Unconditional

Horizon Region Lo Mid Hi Mean St. Dev. Lo Mid Hi Mean St. Dev.

(days)
A 3.08 6.66 17.06 8.36 7.04

30 Agq 1.26 3.25 10.93 4.67 5.34 40.69 48.01 61.36 49.52 10.62
Ac 1.77 3.16 447 3.14 1.13 58.09 49.03 30.45 46.65 12.85
Ay 0.04 0.22 1.56 0.51 0.93 1.22 295 8.20 3.83 3.53
A 3.26 6.58 15.27 7.92 5.83

60 Ag 1.80 4.06 10.88 5.20 4.70 54.77 61.37 69.64 61.79 8.17
Ac 1.38 197 222 1.88 0.39 43.16 31.66 16.76 30.81 11.30
Ay 0.07 0.51  2.07 0.79 0.98 2.08 698 13.60 7.41 5.48
A 3.29 6.20 13.20 7.23 4.73

90 Ag 2.05 4.12 9.59 4.97 3.80 61.95 66.22 71.53 66.48 6.39
Ac 1.09 131 1.31 1.25 0.16 33.95 2271 11.22 22.65 9.54
Ay 0.13 0.74 221 0.95 0.94 4.10 11.07 17.24 10.87 6.40
A 3.39 5.83 11.17 6.56 3.81

180 Ag 241 4.16 8.23 4.74 2.99 70.94 71.50 73.21 71.79 4.49
Ac 0.59 0.57 0.54 0.57 0.08 18.07 10.81  5.32 11.25 5.42
A, 0.36 1.06 2.31 1.20 0.86 10.99 17.69 21.47 16.96 5.80
A 246 3.95 7.11 4.37 2.44

360 Ag 1.81 2.81 485 3.07 1.64 73.70 71.25 68.56 71.19 4.72
Ac 0.18 0.18 0.19 0.18 0.04 777  5.00 2.79 5.14 2.37
Ay 0.44 094 2.03 1.09 0.80 18.53 23.75 28.66 23.67 5.54
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Table TA.12
Restricted Data-Implied Market Risk Premium Decomposition Summary Statistics

This table reports summary statistics for the restricted data-implied risk premium decomposition according to Proposition
3 with n = 1 (i.e., the market risk premium). The decompositions set preference parameters to be 7 = 1, p = 2, and
k = 4 across all regions and horizons. Panel A reports statistics for the risk premium levels (annualized, in percent) and
Panel B reports statistics for the contributions of risk premia from each region to the total risk premium (as fractions
of the total risk premium, in percent). 4;=[0,0.9], A.=[0.9,1.1], and A,=[1.1,+00) and these labels correspond to the
downside, central, and upside risk premia, respectively. A = A; U A. U A, and this label corresponds to the total risk
premium. Statistics reported under “Unconditional” use the full estimated time series for each risk premium measure.
Statistics reported under “Cond. Means” report the means for each time series conditional on 30-day risk-neutral variance
(M:(jgp [A]) falling below its first quartile (“Lo”), between its first and third quartiles (“Mid”), or above its third quartile
(“Hi”). These correspond to periods of low, moderate, or high market volatility, respectively. Statistics are reported for
risk premium decompositions at 30-, 60-, 90-, 180-, and 360-day horizons, and are based on daily data from January 1996
through June 2019.

Panel A: RP(" . [A,] (%) Panel B: RP") .[A.]/RP\V[A] (%)
Cond. Means Unconditional Cond. Means Unconditional

Horizon Region Lo Mid Hi Mean St. Dev. Lo Mid Hi Mean St. Dev.

(days)
A 1.61 3.53 10.19 4.72 4.96

30 Ag 0.64 1.65 6.05 2.50 3.30 39.75 45.91 57.16 47.18 10.09
A 0.93 1.68 2.36 1.66 0.60 58.20 49.26 29.12 46.46 13.74
Ay 0.03 0.19 1.71 0.53 1.36 2.056 4.83 13.71 6.35 6.07
A 1.91 3.94 10.33 5.03 4.69

60 Ag 1.03 232 6.71 3.09 3.22 53.32 58.51 64.17 58.63 7.81
Ac 0.81 1.16 1.25 1.09 0.22 43.42 31.38 15.18 30.34 12.16
Ay 0.06 0.44 2.31 0.81 1.41 3.26 10.11 20.65 11.03 8.20
A 2.16 4.23 10.31 5.24 4.45

90 Ag 1.34 272 6.88 3.41 3.06 61.23 64.12 66.53 64.00 6.36
Ac 0.70 0.83 0.79 0.79 0.10 33.25 21.46  9.46 21.40 10.01
Ay 0.12 0.65 2.58 1.00 1.41 5.52 14.43 24.01 14.60 8.78
A 2.70 4.84 10.30 5.67 4.07

180 Ag 1.91 3.36 7.03 3.92 2.77 70.41 69.71 68.61 69.61 5.20
Ac 0.44 0.42 0.37 0.41 0.06 17.05  9.74  4.23 10.19 5.43
Ay 0.33 1.02 2283 1.30 1.34 12.55 20.55 27.16 20.20 7.50
A 3.35 5.50 10.34 6.17 3.79

360 Ag 249 391 697 4.32 2.49 74.17 71.38 68.01 71.24 5.09
A 0.24 0.24 0.25 0.24 0.06 7.51 480 2.62 4.93 2.31
Ay 0.60 1.32 3.05 1.57 1.31 18.32  23.81 29.37 23.83 6.00
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Table TA.14
Data-Implied Market Risk Premium Decomposition Summary Statistics (Observed Prices)

This table reports summary statistics for the data-implied risk premium decomposition according to Proposition 3 with
n =1 (i.e., the market risk premium). The decompositions use risk-neutral moments computed by numerically integration
over observed option prices directly (see Internet Appendix IA.3.10) rather than using our implied volatility fitting method
described in footnote 10. Preference parameters are also re-estimated using these moments. Panel A reports statistics for
the risk premium levels (annualized, in percent) and Panel B reports statistics for the contributions of risk premia from
each region to the total risk premium (as fractions of the total risk premium, in percent). A4=[0,0.9], A.=[0.9,1.1], and
A,=[1.1,400) and these labels correspond to the downside, central, and upside risk premia, respectively. A = AU A.UA,
and this label corresponds to the total risk premium. Statistics reported under “Unconditional” use the full estimated time
series for each risk premium measure. Statistics reported under “Cond. Means” report the means for each time series
conditional on 30-day risk-neutral variance (M:(j)T [A]) falling below its first quartile (“Lo”), between its first and third
quartiles (“Mid”), or above its third quartile (“Hi”). These correspond to periods of low, moderate, or high market volatility,
respectively. Statistics are reported for risk premium decompositions at 30-, 60-, 90-, 180-, and 360-day horizons, and are
based on daily data from January 1996 through June 2019.

Panel A: RP(") . [A,] (%) Panel B: RP\") .[A.]/RP\V[A] (%)
Cond. Means Unconditional Cond. Means Unconditional

Horizon Region Lo Mid Hi Mean St. Dev. Lo Mid Hi Mean St. Dev.

(days)
A 3.28 7.10 18.22 8.93 7.59

30 Ag 1.22  3.17 10.36 4.48 4.93 37.53 44.53 55.80 45.60 9.76
Ac 1.88 3.21 442 3.18 1.14 58.26 47.47 29.09 45.57 13.89
Ay 0.13 0.60 3.22 1.14 2.22 4.21  8.00 15.11 8.83 8.22
A 4.07 8.18 18.57 9.75 6.96

60 Agq 2.03 4.52 1143 5.63 4.69 50.96 57.04 63.24 57.07 7.59
Ac 1.67 220 2.05 2.03 0.59 43.13  29.59 13.59 28.97 13.00
Ay 023 1.12 4.34 1.70 2.19 591 13.37 23.17 13.96 10.09
A 4.25 794 16.45 9.14 5.73

90 Ag 241 4.75 10.30 5.55 3.81 58.64 62.78 66.00 62.55 6.02
A. 1.34 138 0.92 1.25 0.49 33.43 19.57  7.10 19.92 11.74
A, 0.31 1.39 4.20 1.83 1.84 7.93 17.65 26.90 17.53 10.29
A 4.10 6.99 13.15 7.81 4.41

180 Ag 2.67 4.52  8.58 5.07 3.04 68.96 69.54 69.44 69.37 4.27
Ac 0.62 041 0.19 0.40 0.26 16.46  7.07 1.56 8.04 6.72
Ay 0.55 1.55  3.46 1.78 1.30 14.58 23.39 29.00 22.59 7.68
A 234 3.69 6.63 4.09 2.44

360 Ag 1.60 2.41 4.04 2.62 1.52 73.77 T1.37 65.35 70.47 5.76
Ac 0.11 0.06 0.06 0.07 0.07 513 197  0.72 2.44 2.43
Ay 0.45 0.91  2.07 1.08 0.88 21.10 26.66 33.93 27.09 7.22
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Table IA.15
Data-Implied Market Risk Premium Decomposition Summary Statistics (SVI)

This table reports summary statistics for the data-implied risk premium decomposition according to Proposition 3 with
n =1 (i.e., the market risk premium). The decompositions use risk-neutral moments computed by numerically integration
over option prices computed using SVI-modeled implied volatility (see Internet Appendix IA.3.11) rather than using our
baseline implied volatility fitting method described in footnote 10. Preference parameters are also re-estimated using these
moments. Panel A reports statistics for the risk premium levels (annualized, in percent) and Panel B reports statistics
for the contributions of risk premia from each region to the total risk premium (as fractions of the total risk premium, in
percent). A4=[0,0.9], A.=[0.9,1.1], and A,=[1.1,+00) and these labels correspond to the downside, central, and upside
risk premia, respectively. A = AgU A.U A, and this label corresponds to the total risk premium. Statistics reported under
“Unconditional” use the full estimated time series for each risk premium measure. Statistics reported under “Cond. Means”
report the means for each time series conditional on 30-day risk-neutral variance (M:(jgﬂ [A]) falling below its first quartile
(“Lo”), between its first and third quartiles (“Mid”), or above its third quartile (“Hi”). These correspond to periods of low,
moderate, or high market volatility, respectively. Statistics are reported for risk premium decompositions at 30-, 60-, 90-,
180-, and 360-day horizons, and are based on daily data from January 1996 through June 2019.

Panel A: RP\") . [A,] (%) Panel B: RP\") .[A.]/RP\V[A] (%)
Cond. Means Unconditional Cond. Means Unconditional

Horizon Region Lo Mid Hi Mean St. Dev. Lo Mid Hi Mean St. Dev.

(days)
A 2.19 4.47 11.72 5.71 5.15

30 Ag 0.68 1.85  6.47 2.71 3.26 30.72 40.13 52.94 40.98 10.05
Ac 1.49 235 3.03 2.30 0.64 68.44 54.26 31.13 52.03 15.73
A, 0.02 0.29 2.23 0.71 1.58 0.84 5.61 15.93 7.00 7.06
A 1.98 3.88 9.62 4.84 4.07

60 Agq 091 217 6.11 2.84 2.76 45.26  55.52 62.91 54.80 27.29
Ac 0.96 1.20 1.23 1.15 0.15 49.92 33.28 15.80 33.07 18.92
Ay 0.08 048 2.28 0.83 1.37 4.82 11.20 21.29 12.13 39.81
A 1.97 347 835 4.31 3.52

90 Ag 1.06 2.26 5.59 2.79 2.35 53.96 61.38 54.40 57.78 205.78
A. 0.70 0.76  0.70 0.73 0.06 37.16 2234 7.29 22.29 71.65
A, 0.18 0.42  2.07 0.77 1.49 8.87 16.28 38.30 19.93 274.22
A 249 4.20 8.62 4.88 3.25

180 Ag 1.57 2.84 5.88 3.28 2.25 63.49 64.70 69.00 65.47 81.29
Ac 0.41 0.38 0.33 0.38 0.05 17.45 947 454 10.23 18.76
Ay 0.47 094 242 1.19 1.16 19.06 25.83 26.46 24.30 99.08
A 266 4.13 7.12 4.51 2.42

360 Ag 1.91 297 5.08 3.23 1.63 77.65 69.71 78.75 73.95 178.74
Ac 0.21 0.20 0.19 0.20 0.04 9.94 5.05 3.03 5.77 30.51
Ay 0.52 0.93 1.83 1.05 1.05 12.41 25.25 18.22 20.28 204.75
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Table TA.16
Data-Implied Market Risk Premium Decomposition Summary Statistics (Mispricing Adjustment)

This table reports summary statistics for the data-implied risk premium decomposition according to Proposition 3 with
n = 1 (i.e., the market risk premium). The decompositions use risk-neutral moments computed using the mispricing
adjustment described in Subsection [A.3.12. Preference parameters are also re-estimated using these moments. Panel A
reports statistics for the risk premium levels (annualized, in percent) and Panel B reports statistics for the contributions
of risk premia from each region to the total risk premium (as fractions of the total risk premium, in percent). A;=[0,0.9],
A.=]0.9,1.1], and A,=[1.1,4+00) and these labels correspond to the downside, central, and upside risk premia, respectively.
A=A3UA.UA, and this label corresponds to the total risk premium. Statistics reported under “Unconditional” use the
full estimated time series for each risk premium measure. Statistics reported under “Cond. Means” report the means for
each time series conditional on 30-day risk-neutral variance (M:(_%)T [A]) falling below its first quartile (“Lo”), between its
first and third quartiles (“Mid”), or above its third quartile (“Hi”). These correspond to periods of low, moderate, or high
market volatility, respectively. Statistics are reported for risk premium decompositions at 30-, 60-, 90-, 180-, and 360-day
horizons, and are based on daily data from January 1996 through June 2019.

Panel A: RP(" . [A,] (%) Panel B: RP") .[A.]/RP\V[A] (%)
Cond. Means Unconditional Cond. Means Unconditional

Horizon Region Lo Mid Hi Mean St. Dev. Lo Mid Hi Mean St. Dev.

(days)
A 143 3.37 8.80 4.24 3.77

30 Ag 0.17 0.87 4.05 1.49 2.28 10.79 23.13 40.19 24.31 12.31
A 1.32 244  3.39 2.40 0.84 88.82 72.08 43.38 69.09 19.00
Ay 0.01 0.20 1.82 0.56 1.25 0.39 4.79 16.43 6.60 7.35
A 2.80 6.03 13.77 7.16 5.20

60 Ag 0.71 235 7.28 3.17 3.38 25.91 38.28 49.58 38.01 10.11
Ac 1.87 264 2.85 2.50 0.45 70.90 47.73 23.52 47.47 19.00
Ay 0.09 094 3.94 1.48 1.91 3.19 1399 26.91 14.52 10.10
A 3.19 6.38 13.20 7.29 4.59

90 Ag 1.16 297 7.39 3.63 3.03 36.34 45.87 53.82 45.48 8.09
Ac 1.72 2.04 1.94 1.93 0.19 56.13 34.78 16.36 35.51 16.07
Ay 0.24 1.34 4.02 1.73 1.71 7.53 19.35 29.83 19.01 9.72
A 3.27 592 11.38 6.62 3.88

180 Ag 1.73 337 6.94 3.85 2.60 52.86 56.70 59.83 56.52 5.22
Ac 0.92 0.88 0.77 0.87 0.08 29.33 16.49  7.57 17.47 9.05
Ay 0.58 1.64 3.68 1.88 1.40 17.81 26.82 32.59 26.01 7.01
A 225 3.75 6.84 4.15 2.33

360 Ag 1.39 232 4.25 2.57 1.51 61.94 61.98 61.49 61.85 4.10
A 0.27 0.26  0.25 0.26 0.04 12.67 7.71  3.99 8.02 3.97
Ay 0.56 1.15 2.35 1.30 0.87 25.39 30.31 34.51 30.13 4.85
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Table TA.18
Data- versus Model-Implied State Variable Processes

This table reports summary statistics for state variable processes extracted from the data (according to the methodology
in Section 5) and based on model simulations. Panels A and B reports results for the Bansal and Yaron (2004) and
Bansal, Kiku, and Yaron (2012) models, respectively. Panel C reports results for the Bollerslev, Tauchen, and Zhou (2009)
model. Panel D reports results for the Drechsler and Yaron (2011) model. Panels E and F report results for the Bekaert,
Engstrom, and Ermolov (2023) models with and without preference shocks, respectively. Panel G reports results for
the Gabaix (2012) model. Panel H reports results for the Wachter (2013) model. Models are simulated at the monthly
frequency for 100 million periods and used to compute the “Simulation-implied” statistics. State variables extracted from
the data are available at the daily frequency. To be consistent with model simulations, we compute 21 sets of each data-
implied statistic from non-overlapping daily data sampled every 21 days (since there approximately 21 trading days in
each calendar month). The “Data-implied” statistics are averages across each statistic from these 21 sets. 95% confidence
intervals on the simulated statistics are computed to correspond to confidence intervals we expect to see under the model
null given a random sample of 282 months (which corresponds to the number of months we observe in our data from
January 1996 through June 2019). They are based on randomly sampling 10,000 sets of 282 months of data from the full
100 million simulated months for each model. The confidence intervals answer the question: “With 95% confidence, would
we expect to observe our data-implied statistics under the model null?” “SV1” and “SV2” under the Correlation heading
correspond with the first and second state variables from each model ordered according to their appearance in the first
column.

Variable Source Mean St. Dev. Autocorr. Corr.
SVi1 Sv2
Panel A: Bansal and Yaron (2004)
Tt Data-implied -2.1E-6 2.6E-3 0.91
Simulation-implied 9.7E-6 1.4E-3 0.96
[95% CI] [-1.7E-3, 1.8E-3] [8.2E-4, 2.2E-3] [0.92, 0.99]
o? Data-implied 6.1E-5 8.4E-5 0.80 0.56
Simulation-implied 6.1E-5 1.1E-5 0.97 0.00
[95% CI] [4.3E-5, 7.8E-5]  [6.0E-6, 1.8E-5] [0.93, 0.99] | [-0.64, 0.65]
Panel B: Bansal, Kiku, and Yaron (2012)
Ty Data-implied -3.3E-5 5.50E-3 0.85
Simulation-implied 8.3E-6 1.2E-3 0.96
[95% CI] [-1.4E-3, 1.5E-3] [4.3E-4, 2.3E-3] [0.91, 0.99]
o? Data-implied 7.3E-5 6.5E-5 0.80 0.81
Simulation-implied 7.3E-5 1.6E-5 0.98 0.00
[95% CI] [1.2E-5, 1.7TE-4]  [7.5E-6, 3.2E-5] [0.93, 1.00] | [-0.67, 0.68]
Panel C: Bollerslev, Tauchen, and Zhou (2009)
ol Data-implied -4.6E-5 8.3E-3 0.78
Simulation-implied 4.6E-6 4.4E-3 0.96
[95% CI] [-5.4E-3, 5.4E-3] [2.5E-3, 7.6E-3] [0.91, 0.99]
qt Data-implied 1.4E-6 2.8E-5 0.97 -0.73
Simulation-implied 1.3E-6 1.7E-6 0.76 0.00
[95% CI] [7.9E-7, 2.0E-6] [9.8E-7, 2.8E-6] [0.60, 0.88] | [-0.34, 0.34]
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Table IA.18
Data- versus Model-Implied State Variable Processes (continued)

Variable Source Mean St. Dev. Autocorr. Corr.
SV1 Sv2
Panel D: Drechsler and Yaron (2011)
Ty Data-implied 5.6E-6 2.7E-3 0.80
Simulation-implied -2.3E-6 1.1E-3 0.96
[95% CI] [[1.4E-3, 1.3E-3] [4.8E-4, 2.2E-3] [0.90, 0.99]
G? Data-implied 1.20 1.50 0.90 0.79
Simulation-implied 1.05 0.42 0.97 0.00
[95% CI] [0.51, 1.69] [0.26, 0.68] [0.92, 0.99] | [-0.61, 0.63]
o? Data-implied 1.11 1.80 0.79 1.00 0.79
Simulation-implied 1.07 1.77 0.81 0.00 0.21
[95% CI] [0.35, 2.45] [0.42, 4.55] [0.67, 0.93] | [-0.46, 0.45] [-0.18, 0.54]
Panel E: Bekaert, Engstrom, and Ermolov (2023) (with Preference Shocks)
ng Data-implied 2.12 1.62 0.81
Simulation-implied 2.14 1.19 0.97
[95% CI] [0.38, 6.77] [0.26, 3.19] [0.93, 0.99]
Qs Data-implied 1.00 0.15 0.92 0.54
Simulation-implied 1.00 0.15 0.97 0.88
[95% CI] [0.77, 1.51] [0.04, 0.38] [0.93, 0.99] | [0.23, 1.00]
St Data-implied 5.4E-3 1.4E-2 0.75 0.83 0.70
Simulation-implied 3.7E-3 2.8E-3 0.55 0.00 0.08
[95% CI] [3.3E-3, 5.1E-3] [4.3E-5, 1.1E-2] [0.51, 0.73] | [-0.17, 0.24] [-0.13, 0.33]
Panel F: Bekaert, Engstrom, and Ermolov (2023) (without Preference Shocks)
Nt Data-implied 0.08 0.11 0.79
Simulation-implied 0.08 0.05 0.97
[95% CI] [0.02, 0.25] [0.01, 0.14] [0.93, 0.99]
q Data-implied 1.00 0.18 0.90 0.77
Simulation-implied 1.00 0.13 0.97 0.98
[95% CI] [0.87, 1.38] [0.02, 0.39] [0.92, 0.99] | [0.85, 1.00]
Panel G: Gabaix (2012)
L; Data-implied 0.70 0.59 0.80
Simulation-implied 0.69 0.16 0.97
[95% CI] [0.45, 1.01] [0.08, 0.29] [0.93, 0.99]
Panel H: Wachter (2013)
At Data-implied 3.0E-3 2.8E-3 0.80
Simulation-implied 2.9E-3 1.5E-3 0.97
[95% CI] [6.5E-4, 8.1E-3] [4.6E-4, 3.6E-3] [0.93, 0.99]
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Table IA.19
Representative Agent Model-Implied Risk Premium Decomposition Summary Statistics Compared to
Decompositions Evaluated at Unconditional Average State Variable Values

This table compares model-implied risk premium decomposition results using our extracted state variables to those
computed at unconditional model state variable values for each model. Panel 1A (2A) reports average risk premium levels
for the market (variance) risk premium decompositions. Panel 1B (2B) reports risk premium contributions to the market
(variance) risk premium based on the average values from Panel 1A (2A). Columns labeled “Extracted” correspond to the
original model-implied decomposition results using extracted state variables (the “Extracted” column in Panel 1A (2A)
corresponds to results in Table 4 (Table IA.2)). Columns labeled “Uncond.” correspond to average risk premium values
from decompositions evaluated at the unconditional state variable values from each model (i.e., they do not depend on our
state variable extraction methodology). Results are reported for the following models: Bansal and Yaron (2004) (“BY”),
Bansal, Kiku, and Yaron (2012) (“BKY?”), Drechsler and Yaron (2011) (“DY”), Bekaert, Engstrom, and Ermolov (2023)
(“BEE”) with and without preference shocks, Gabaix (2012) (“Gabaix”), and Wachter (2013) (“Wachter”). 4;=[0,0.9],
A.=[0.9,1.1], and A,=[1.1,4+00) and these labels correspond to the downside, central, and upside risk premia, respectively.
A= A;UA.UA, and this label corresponds to the total risk premium. Extracted state variable results use data from
January 1996 through June 2019 (as in Tables 4 and IA.2).

Panel 1A: Panel 1B: Panel 2A: Panel 2B:
1 2
#P( 7 [A.] (%) Lizeltd ) ®E() 1 [A4,] (%) E
Class Model Region Extracted Uncond. Extracted Uncond. Extracted Uncond. Extracted Uncond.
A 5.66 5.63
BY Ag 0.28 0.06 4.86 1.01
A. 4.62 5.36 81.64 95.33
A, 0.76 0.21 13.49 3.67
A 6.75 5.24
LRR BKY Ag 0.32 0.08 4.67 1.54
Ac 5.61 4.90 83.16 93.64
Ay 0.82 0.25 12.17 4.81
A 8.51 7.80 -0.69 -0.67
DY Agq 3.69 3.47 43.38 44.45 -0.71 -0.70 102.83 104.18
Ac 3.06 3.49 36.00 44.77 0.01 -0.02 -1.51 2.86
Ay 1.76 0.84 20.62 10.78 0.01 0.05 -1.46 -7.04
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Table TA.19
Representative Agent Model-Implied Risk Premium Decomposition Summary Statistics Compared to
Decompositions Evaluated at Unconditional Average State Variable Values (continued)

Panel 1A: Panel 1B: Panel 2A: Panel 2B:
1) RPY) 1 [A4] (2) RPZ) (Al
RP; 5 [As] (%) @ﬁ (%) RP, %7 [As] (%) 7@ (%)
Class Model Region Extracted Uncond. Extracted Uncond. Extracted Uncond. Extracted Uncond.
A 4.85 4.49 -0.79 -0.62
BEE (w/ Pref. Agq 2.23 1.86 46.08 41.41 -0.70 -0.55 88.85 88.86
Shocks) A, 2.32 2.63 47.81 58.59 -0.07 -0.07 9.41 11.21
. Ay 0.30 0.00 6.10 0.00 -0.01 0.00 1.72 -0.07
Habit
A 4.86 4.81 -1.30 -1.31
BEE (w/o Pref. Aq 3.84 3.99 79.15 83.08 -1.15 -1.22 89.16 93.08
Shocks) Ac 0.88 0.81 18.03 16.92 -0.12 -0.09 8.96 6.96
Ay 0.14 0.00 2.82 0.00 -0.02 0.00 1.86 -0.04
A 7.42 8.12 -3.15 -3.34
. Ag 5.93 6.63 80.00 81.63 -3.13 -3.32 99.29 99.33
Gabaix
A. 1.44 1.45 19.43 17.83 -0.03 -0.02 0.82 0.71
. A, 0.04 0.04 0.57 0.54 0.00 0.00 -0.11 -0.05
Disaster
A 7.20 7.18 -0.96 -0.99
Ag 2.76 2.57 38.36 35.78 -1.03 -1.05 107.49 106.20
Wachter
Ac 3.10 3.60 43.02 50.09 0.02 0.00 -1.68 0.25
A, 1.34 1.01 18.62 14.13 0.06 0.06 -5.84 -6.45
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This table compares original model-implied market risk premium decomposition results from Table 4 to DMAM market

Table TA.20
Representative Agent Model Market Risk Premium Decomposition Summary Statistics Using Data-Implied

Decomposition Methodology Applied to Model Data

risk premium decompositions (see Subsection 5.3 for a description of the latter decompositions). Panel A (B) reports

statistics related to risk premium levels (contributions). Columns labeled “Model Meth.” present results using our original
model-implied decomposition methodology reported in Table 4, which are repeated here for comparison. Columns labeled

“Data Meth.” refer to the DMAM decompositions. For each methodology, we report time series averages (“Mean” columns),
standard deviation (“StDev” columns), and the correlation between the original model-implied time series and the DMAM

time series. Results are reported for the following models: Drechsler and Yaron (2011) (“DY”), Bekaert, Engstrom, and

Ermolov (2023) (“BEE”) with and without preference shocks, Gabaix (2012) (“Gabaix”), and Wachter (2013) (“Wachter”).
A4=[0,0.9], A.=[0.9,1.1], and A,=[1.1,+00) and these labels correspond to the downside, central, and upside risk premia,

respectively. A = A;U A, U A, and this label corresponds to the total risk premium. Extracted state variable results use

data from January 1996 through June 2019 (as in Tables 4 and IA.2).

Panel A: Panel B:
1
R [A.] (%) Bl (o
Model Meth. Data Meth. Model Meth. Data Meth.
Class Model Region Mean StDev Mean StDev Corr Mean StDev Mean StDev Corr
A 851 11.23 12.97 11.03 1.00
LRR DY Aqg 3.69  5.50 398 561 1.00 30.58  18.44 21.99 1514 0.96
A, 3.06  1.46 6.40  0.71 0.92 58.00  23.54 64.33 2215 0.98
A, 1.76  4.91 259  5.28 1.00 1142  7.25 13.68  7.87 0.99
A 485  5.84 470  5.86 1.00
BEE (w/ Pref. Aq 223 3.80 219  3.83 1.00 33.42  13.94 33.45 14.35  1.00
Shocks) A, 2.32 1.12 2.21 1.08 1.00 65.28 16.79 65.24 17.16 1.00
Habit Ay 0.30  1.47 0.30 149 1.00 1.31  4.43 1.31 444 1.00
A 4.86  6.36 491  6.36  1.00
BEE (w/o Pref. Ag 3.84 448 3.85 449 1.00 78.85  14.31 76.36  15.04 0.98
Shocks) A, 0.88  1.09 093  1.08 1.00 20.86 14.31 2336 15.09 0.98
A, 0.14  1.40 0.14 140 1.00 029 265 0.29 266 1.00
A 742 250 10.17 2,51 1.00
Gabaix Ag 5.93 247 531 274 1.00 77.94  6.52 4891 13.81 0.99
A, 1.44  0.04 470 0.23 -0.98 21.42  6.31 4947 13.35 0.99
Disastor Ay 0.04  0.00 0.15  0.02 091 0.64  0.20 1.62 046 0.99
A 720  6.24 713 624 1.00
Aqg 276 3.21 273 3.21 1.00 33.80  6.18 33.72 611 1.00
Wachter
A, 3.10  0.72 3.08  0.75 1.00 54.48  15.33 54.72 1524  1.00
Ay 1.34 267 1.33 266 1.00 11.63  9.17 11.56  9.15 1.00
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Table IA.21
Bollerslev, Tauchen, and Zhou (2009)-Implied Market Risk Premium Decomposition Summary Statistics

This table reports summary statistics for the model-implied risk premium decompositions based on Bollerslev, Tauchen,
and Zhou (2009) (“BTZ”) described in Section IA.8.5.2 with n = 1 (i.e., the market risk premium). This table is analogous
to Table 4 in the main draft, but just focused on the BTZ model. Panel A reports statistics for the risk premium levels
(annualized, in percent) and Panel B reports statistics for the contributions of risk premia from each region to the total risk
premium (as fractions of the total risk premium, in percent). A43=[0,0.9], A.=[0.9,1.1], and A,=[1.1, +00) and these labels
correspond to the downside, central, and upside risk premia, respectively. A = AU A.U A, and this label corresponds to
the total risk premium. Statistics reported under “Unconditional” use the full estimated time series for each risk premium
measure. Statistics reported under “Cond. Means” report the means for each time series conditional on 30-day risk-neutral
variance (MI(j)T [A]) falling below its first quartile (“Lo”), between its first and third quartiles (“Mid”), or above its third
quartile (“Hi”). These correspond to periods of low, moderate, or high market volatility, respectively. Results are based on
state variables extracted from the data under each model using their original calibrations, which are monthly in all cases,
and use daily data from January 1996 through June 2019.

Panel A: RP{" . [A.] (%) Panel B: RP{" . [A,]/RPV (4] (%)
Cond. Means Unconditional Cond. Means Unconditional
Class Model Region Lo Mid Hi Mean St. Dev. Lo Mid Hi Mean St. Dev.
A -8.52 -4.50  60.38 10.71 144.62
LRR BTZ Agq -0.02 -26.63 -38.18 -22.87 69.72 0.02 10.28 20.17 10.19 26.50
A, -9.46 11.56 24.22 9.47 68.05 99.14 83.05 53.16 79.60 31.33
Ay 0.96 10.58 74.34 24.11 65.91 0.84 6.67 26.67 10.21 21.55
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