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1 Introduction

Several aspects of investment and asset returns in the data pose challenges to equilibrium
asset pricing models with production. At the aggregate level, general equilibrium models
typically have difficulty in simultaneously explaining the high equity premium and the con-
siderable volatility of investment in the data. In the cross-section, it is still challenging to
generate significant differences in firms’ expected stock returns as well as substantial disper-
sion in their investments at the same time.

This paper is an attempt to resolve these challenges. We present a general equilibrium
model with heterogeneous firms, making optimal investment and labor compensation deci-
sions subject to agency frictions. The model provides a framework to reconcile several key
facts about asset prices and to account for many features in firms’ economic activities and
macroeconomic aggregates. It generates a large equity premium as well as a low and smooth
return on the risk-free asset. In the aggregate time series, the model produces substantial
time variation in the market price of risk, together with a volatile aggregate investment
and smooth aggregate consumption. The cross-section of firms exhibits a sizable value pre-
mium and more importantly, a substantial dispersion in corporate investment. The model
is also consistent with the fact that investment negatively predicts stock returns at both the
aggregate and firm level.

We embed an optimal contracting problem into a heterogeneous agent model with two
types of agents, firm owners and workers. An owner meets a worker in a matching market
and they form a firm to produce output. Firms’ output is subject to both aggregate and
firm-specific productivity shocks. Firm owners are well diversified and provide risk sharing
compensation contracts to insure workers against both types of shocks. The key agency
friction is limited commitment on the labor compensation contract. Both parties, firms
and workers, have the option to renege on contracts and pursue their outside options if
their outside values are higher than the continuation values provided in the contracts. We
solve for the optimal contract under agency frictions within a general equilibrium production

environment and examine its implications for quantities and asset prices. We obtain several



key results that contribute to the quantitative success of the model.

Endogenous uninsurable risks in labor compensation amplify the equilibrium market price
of risk. Due to the owner-side lack of commitment, adverse shocks to workers’ compensations
are not fully insured. With recursive utility and persistence in aggregate state, temporarily
unconstrained workers are concerned about future uninsurable idiosyncratic states. Optimal
risk sharing requires firm owners to deliver a larger fraction of total output as aggregate labor
compensations in recessions than in booms. A countercyclical aggregate labor compensation
share translates into a procyclical consumption share of firm owners, raising the unconditional
volatility of the pricing kernel as well as generating endogenously countercyclical variation
in the equilibrium market price of risk.

Countercyclical risk premia are important in jointly matching high stock market excess
returns and large variation in aggregate investment. We assume that capital is produced
in the capital goods sector and the supply elasticity of capital is determined by the convex
adjustment cost in this sector. Low supply elasticity of capital due to a high adjustment
cost parameter leads to large variation in capital prices but smooth aggregate investment,
as in standard models. In our model, however, countercyclical risk premia amplify the shifts
in aggregate demand for capital following aggregate shocks. Suppose the economy is hit
by an adverse aggregate shock. Firms’ demand for capital is reduced because persistent
adverse shock lowers the expected marginal benefit of investment. In addition, the demand
is further decreased because of the increase in firms’ cost of capital that results from higher
risk premia. This feature allows us to simultaneously account for a high return on the stock
market and significant time series variation in aggregate capital investment.

The interaction between risk premia and aggregate investment also implies that aggregate
investment negatively predicts future stock market excess returns. Persistent variations in
the equilibrium risk prices that make returns predictable come from the persistence of firm
owners’ consumption share. In the data, we confirm the findings in previous literature
that aggregate investment rate is negatively associated with stock market excess returns in

the future and this predictive power increases over forecasting horizons. This pattern is also



exhibited in our model and both the slope coefficients and R? line up with the data relatively
well at all horizons.

The optimal contract gives rise to a form of labor-induced operating leverage at the firm
level. Firms insure workers against aggregate shocks, thus rendering the residual dividend
claim more exposed to aggregate risks. Consider firms with recent histories of adverse shocks.
The operating leverage effect is stronger for them because they have higher committed value
to workers relative to their output due to the risk sharing nature of the contract. Hence,
these firms are characterized by lower equity valuations, higher Book to Market (BM) ratios
, and higher expected stock returns. Hence our model generates a sizable value premium
quantitatively'. In addition, labor compensations are less sensitive to productivity shocks
than output, negative productivity shocks are followed by decreases in investment and in-
creases in labor operating leverage: low investments are followed by higher expected returns
going forward. Our model quantitatively captures the inverse relations between firm-level
investment and expected return in the data.

Finally, to illustrate our model mechanism and to contrast it with the existing literature,
we develop an empirical procedure to understand what drives variations of investment at
both the aggregate time series and in the cross-section of firms. In dynamic models of in-
vestment and asset pricing, investment is typically forward-looking and should respond to
news on both future cash flow and discount rate. We follow Campbell and Shiller (1988) as
well as Vuolteenaho (2002) and apply the variance decomposition technique to attribute time
series variation of aggregate investment and the cross-sectional variation of firms’ investment
to the contributions of cash flow news and discount rate news. We find that at the aggregate
level, discount rate news explains all the movement in investment, while the contribution of
cash flow component is negligible. On the contrary, the majority of the cross-sectional dif-

ference in firms’ investment comes from unexpected news to cash flow component, while the

! This pattern of firms’ BM ratios, idiosyncratic productivities, labor operating leverages, and expected re-
turns is consistent with empirical findings. Imrohoroglu and Tuzel (2014) document the relationship between
productivity and book to market ratio prior to the construction of value strategy portfolios. Donangelo et al.
(2018) finds that the labor operating leverage channel is an important determinant for the value premium
and labor leverage explains approximately 50% of the value premium.



heterogeneity in firm-level discount rate news adds little. We implement the same variance
decomposition methods on the simulated panel data generated by our model and we find
that our model is consistent with both findings.

Our empirical procedure is also useful for distinguishing investment models based on dif-
ferent mechanisms, because different mechanisms have completely different implications for
the major source of variations in investment. As an example, we apply our decomposition
method to analyze the type of news that drives the cross-sectional variation of firm invest-
ments in a benchmark asset pricing model with capital adjustment cost and one aggregate
shock, following Zhang (2005). We find that discount rate news explains most of the cross-
sectional variation in firm investments, which is inconsistent with our empirical findings. Our
finding adds another caveat to the class of one factor models: the calibrated high investment
adjustment cost renders firms’ cash flows not dispersed enough, so that most of the variation

in firm investment is explained by dispersion of news related to firms stock returns.

Related literature

Our analysis contributes to several strands of literature.

Our paper is first related to the literature on asset pricing with exogenously incomplete
markets. Mankiw (1986) and Constantinides and Duffie (1996) show that countercyclical
volatility in labor income raises aggregate risk prices in general equilibrium. Constantinides
and Ghosh (2015) and Schmidt (2015) demonstrate that tail-risks in labor income amplify
the volatility of the pricing kernel. For reasons of tractability, Constantinides and Duffie
(1996) and the follow-up papers typically assume that individuals face permanent income
shocks, which eliminate the motives to smooth such shocks; thus individuals choose not to
trade. Krueger and Lustig (2010) analyzes theoretical underpinnings for the relevance of
incomplete markets to asset prices.

Second, our paper builds on the literature that studies asset pricing implications of en-
dogenously incomplete market models. The idea that endogenously incomplete risk sharing

due to agency frictions amplifies the market price of risk dates back to Alvarez and Jer-



mann (2001) and Chien and Lustig (2010). Their asset pricing models build on the Kehoe
and Levine (1993) and Alvarez and Jermann (2000) framework, which develops a theory of
an endogenous incomplete market. In this line of research, agents (or workers, as in our
context) who realize large positive income shocks have a stronger incentive to renege on
the contract because of higher outside values. We emphasize the prominence of firm-side
incentive constraint that is different from these studies.

The interaction between the two-sided limited commitment? and asset prices is the main
emphasis of a recent work by Ai and Bhandari (2018). While all the models mentioned
so far are set up in endowment economies, we build on the important insights of them
and explore the broader implications for asset prices and macroeconomic aggregates in a
production economy in which quantities and prices are jointly and endogenously determined.
In addition, the heterogeneous firm setup enable us to examine not only aggregate quantities
and prices, but also the cross-section of firm investments and expected returns.

Our paper is also connected to a large body of literature on asset pricing in production
economies, which was recently surveyed by Kogan and Papanikolaou (2012).> Our work
differs from this literature in two significant respects. First, the literature typically assumes
a complete market and hence the existence of a representative agent. In our model, the
financial market is endogenously incomplete due to agency frictions, which amplifies the
conditional volatility of the pricing kernel. Second, capital adjustment cost or other fric-
tions in investment are the key ingredients that generate variations in the price of capital.
However, strong adjustment costs lead to either implausibly smooth time series of aggregate
investment, or a counterfactually high volatility of the risk-free interest rate. Our model pro-

duces a volatile time series of aggregate investment, a low volatility of the risk-free interest

2The two-sided lack of commitment setup can be connected to previous works such as Lustig et al. (2011),
Ai and Li (2015), Bolton et al. (2016) and Ai et al. (2018). These papers typically study similar contracting
problem in a single firm or without aggregate uncertainty. We investigate the implications of two-sided
limited commitment in an environment with heterogeneous firms and aggregate uncertainty.

3 This literature aims to provide a unified framework that combines the success of the neoclassical RBC
models on the quantity side with the success of asset pricing mechanisms typically derived in endowment
economies (Jermann (1998), Boldrin et al. (2001), Chen (2017), Kaltenbrunner and Lochstoer (2010), Croce
(2014), Kung and Schmid (2015), Corhay et al. (2017), Gourio (2012), Papanikolaou (2011))



rate, and a large variation of stock market excess returns.

Starting with Berk et al. (1999), Gomes et al. (2003), Carlson et al. (2005) and Zhang
(2005), researchers have been investigating the capabilities of investment-based asset pricing
models to explain several puzzling features of stock returns in the cross-section of firms
*. Recent work by Clementi and Palazzo (2018) shows that models in this literature are
confronted with the challenge in simultaneously explaining a large cross-section variation of
investment and sizable value premium. They typically rely on capital adjustment cost or
investment irreversibility to generate heterogeneity in expected returns such as the value
premium. But adjustment cost lead to smooth firm-level investment. In contrast, our
model does not feature firm-level adjustment cost to create dispersion in the cross-section of
stock returns. The value premium results from the amplification of equilibrium risk prices
and endogenous labor operating leverage, both due to agency frictions. The labor leverage
process is calibrated to match the level and variation of firm-level labor share. As a result,
our model is not subject to the Clementi and Palazzo (2018) critique because it can account
for firm-level investment dynamics and the value premium at the same time.

To numerically solve the GE model with heterogeneous firms, we build on the solution
methods developed in Krusell and Smith (1997) and Krusell and Smith (1998). From the
optimal contracting perspective, we use the conceptual framework of Atkeson and Lucas
(1992) and Atkeson and Lucas (1995), where promised utility® is a state variable in individual
firm’s decision problems and its distribution is an aggregate state variable. We adopt and

extend the procedure in Krusell and Smith (1997) to solve for equilibrium prices with multiple

4 A large body of literature on investment based asset pricing has examined whether stock return anoma-
lies related to firm characteristics [see Jagannathan and Wang (1996) for example] can be reconciled using
neoclassical investment models with factor adjustment costs [ Kogan and Papanikolaou (2013), Kogan et al.
(forthcoming), Belo et al. (2014), Favilukis and Lin (2016), etc.] See Kogan and Papanikolaou (2012) for a
comprehensive survey of the investment-based asset pricing literature. The fact that agency frictions lead
to endogenous operating leverage and the amplification of the volatility of the pricing kernel draws a clear
distinction between our paper and existing explanation of value premium based on sticky wages in a complete
market. Sticky wages result in heterogeneity in firms cash flow risk exposures , but it does not amplify the
risk prices due to the complete market assumption.

5Chien and Lustig (2010) provide a multiplier method to solve for optimal contracting problems with ag-
gregate uncertainty. Ai and Bhandari (2018) use the promised utility approach to solve a general equilibrium
model with aggregate uncertainty.



market clearing conditions. Similar procedures have also been used in Guvenen (2009) and
Gomes et al. (2013).

We proceed as follows: In section 1, we describe the environment, including agents’
preferences, firms’ production technology, agency frictions, and shocks. In section 2, we
recast the sequential optimal contract problem recursively and solve for the optimal contract
using dynamic programming. Section 3 analyzes the implications of this optimal contract
for asset prices and investment. In sections 4 and 5, we discuss our calibration strategies and
present our main quantitative results. Section 6 formulates our empirical tests and provide

a set of empirical results. Section 7 presents our conclusions.

2 Model

We start with our model environment. We develop our model in discrete time with ¢ =
0,1,.... We fix the population of workers (mass 1). Each worker is matched with an owner
to form an firm and firms start to produce whenever an owner-worker pair is created. Both
type of agents have recursive preference with Epstein-Zin type. There is no heterogeneity in
preference: both types of agents have an identical risk aversion v and intertemporal elasticity

of substitution (IES) . The subjective discount factor § is also common across agents.

2.1 Technology

Let K and I denote the capital stock and gross investment respectively. A firm’s capital

stock K evolves according to

Ki=(0-0K_ +1, (1)

where 0 > 0 is the rate of depreciation.

We assume that capital investment I made in the current period can be immediately
put to use for producing output. Every period, firms first observe realizations of aggregate
and firm-specific shocks. With the knowledge of their productivities, firms decide how much

investment goods to acquire in the capital market and they can do so within the same period.



We do not assume one period time-to-build in the physical capital. As can be seen clearly in
section 3, this assumption simplifies the solution to firm’s recursive maximization problem
by reducing the number of relevant state variables by one.

Output is produced according to a standard Cobb-Douglas production function with
capital K; and labor L; as two production factors in 2. Z; is firm’s idiosyncratic productivity
and A, is productivity at the aggregate level that is identical to all firms. We assume that
workers supply labor inelastically so we fix L to be 1 at all times. 0 < a < 1 is the curvature

parameter on the production function.
Yi = A, (ZiLy) " K (2)
Aggregate productivity A depends on an exogenous shock 6 and aggregate capital stock K.
A =K (3)

A higher aggregate capital stock renders all existing firms more productive, but firms do not
take into account the effect of their capital positions on aggregate productivity. This effect
is akin to the capital externality model as in Romer (1986): a higher aggregate capital stock
makes individual firms more productive, but firms do not internalize this effect of the capital
input decision on the aggregate capital stock. As will be more clear the next section, this
assumption essentially leads to the homotheticity properties of allocations in our model and
all quantity variables can be scaled by the aggregate capital stock K in the current period
which further simplifies our model. 6 is a Markov process of exogenous productivity shocks
and it can take two possible realizations {0y, 6} with transition probability matrix .

Firm’s productivity S follows a random walk process with € being firm-specific shock:

log(Zi+1) = log(Zy) + €141 (4)

where ¢ is i.i.d across firms. Moreover, we assume that the distribution of the idiosyncratic



productivity shock depends on the aggregate state of the economy 6, with the density func-
tion f(e|6). We use (6, ;) to represent time ¢ exogenous shocks for a firm. We denote the
history of shocks up to time ¢ as (6%, ") = {0s,e5} 0.

Dividend paid by the firm is

DtZYt—VVt—pt]t

which is output less labor compensation W; and investment costs p,/;. The cost of investment
equals the quantity of investment made by the firm, multiplied by the unit price of capital
determined in equilibrium. It’s worth noting that firm-level investment does not incur other
costs such as investment adjustment cost which is a common feature in the investment based
asset pricing literature.

Firms and workers exit the economy if they receive an exogenous death shock that arrives
with probability . For simplicity, we assume that within a match, the death shock of the
firm and the death shock of the worker are perfectly correlated. Once hit by the death shock,
the capital of the firm evaporate. x fraction of new born firms replace firms that are hit by
death shocks and exit the economy. We defer the discussion about entry and exit after we

characterize firm’s value functions in later section.

2.2 Contracting environment

When a firm starts up, it employs a worker by entering matching market and initiating a
contractual relationship with that worker. Firms offer workers state-contingent compensation
plan as a function of histories of firm-specific and aggregate shocks. Workers accept the offers
if the life-time utility derived from the contract is no less than their reservation utilities. A
contract also specifies a firm’s investment policies that depend on histories of shocks. We
denote the compensation plan under a contract for firm j as Wj = {W (6", %) }72,. Firm’s
investment policy is denoted as KC; = {K;.(¢,€})},. Firm owners are endowed with

ownership claims to these firms and have no labor income. Owners are fully diversified with

10



respect to firm-specific shocks by trading in the financial market. This point is made clear
in the section where we discuss owners’ utility maximization problem.

Let Ayt (077|0") denote the price of a claim to one unit of consumption in state 6'7
denominated in state 6 consumption numeraire. Also let p,(6") be the price of one unit
of capital at time t. The value of firm j under contract W;, K; after history (6, 55) is the

present discounted value of a firm’s dividend under this contract:
Vie(W;, K;10" %) =

E

{ Z At,t+7(9t+7|0t) (At-&-TZtl-;TaKjoft-&-r - VVj,t-i-T - p(0t+T)(Kj,t+T - Kj,t+r—1)) }

7=0

o', 52]

Workers’ utility is determined by the state-contingent compensation policies W; of an con-

tract that solves the following Epstein-Zin preference recursion:

1

1-1 1-177-T
Ui (W K316, 20) = [(1 = B)W,, ™ + BRU, 5|7

where the certainty equivalent operator R; is defined as

1

Rl = (B[U 03, Kl 57 o] ) (5)

The key agency friction is that neither side of the contract can fully commit to it. Specif-
ically, to smooth out workers’ income fluctuations can be costly for firms. Owners have an
incentive to terminate an existing labor relationship by shutting down firms and pursue its
outside option. Once owner chooses to default, it loses firm’s future cash flow stream and
evades its obligations to insure workers. Owner seizes the full amount of capital and brings
it to the capital market to trade.

We further assume that whether owner can sell capital on the market after default is
random and it depends on the realization of a random variable n. With probability p, n
takes the value of 1 meaning owner can sell the whole amount of capital they seize at the

prevailing market price. In this case, owner’s outside value is the market value of firm’s
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capital. With probability 1 — p, n = 0 that represents the situation in which owner cannot
sell capital at all. Therefore, if n = 0 owner’s outside value is zero. The severity of the
outside is closely related with the probability parameter p: a more lucrative outside due to
a higher chance of selling the capital on market gives owner more incentive to default on the
labor contract.

If worker decides to default, it loses a fraction of productivities or human capital and
the firm-worker pair is dissolved. The interpretation is that part of worker’s productivity
or human capital is firm-specific. Once worker separates with firm, it loses the fraction of
human capital that is attributable to the firm. After separation, worker can immediately
match with another firm who offers an initial utility that depends on worker’s productivity.
We use U(6',¢%) to denote the outside option of a worker after history (6*,¢}). Worker
accumulates sufficient amount of human capital in a firm that receives a sequence of positive
shocks. With high level of human capital accumulated, the worker may be better off by
exiting the existing labor relationship with its employer and matching with another firm,
despite the human capital loss upon separation. The worker side constraint can be connected
to theories of downside wage rigidity such as Harris and Holmstrom (1982) and solvency
constraints and asset pricing such as Kehoe and Levine (1993) and Alvarez and Jermann
(2000).

A worker with initial productivity Sy is offered a compensation contract that achieves a
life-time utility Uy and an initial amount of capital K, that worker can operate with. we
suppress firm’s identity j and index contracts by their initial conditions (Sp, Uy, Ky). The
optimal contract maximizes the equity value of the firm subject to several constraints which
guarantee that optimal contract is incentive compatible. Given a stochastic process for the
SDF and capital prices {p,(6")}:2,, the contract W(Sy, Uy, Ko) = {W(0%, €")|(So, Uo, Ko) }2,
and KC(So, Uy, Ko) = {K(6%,£")|(So, Uy, Ko)}52, solves the following sequential program:

I}}\}?’%%[W7K|007 50] (6)

UO(W7IC"90760) Z UO (7)
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VW) > U, (8, €1) V(') )
%(Walcwt?gtant) Z ntpt(et)Kt v(0t7€t7nt> (9)

Equation 7 is the participation constraint for the worker that says the initial utility should
be no less than workers’ reservation utility Uy. Equations 8 and 9 correspond to limited
commitment constraints on workers side and on firms side, respectively.

Workers are assumed to be hand-to-mouth in our model. Unlike standard incomplete
market models in which agents build up wealth buffers and self insure by trading state non-
contingent asset, workers have access to state-contingent insurance in the form of compen-
sation contracts but limited commitment frictions restrict the set of feasible compensation
contracts. Without limited commitment problem, workers would be completely insured with

respect to their idiosyncratic shocks.

2.3 Recursive formulation of optimal contracting problem

In this section we recast firm’s optimal contracting problem recursively, with the help of the
joint distribution of promised utility U and firm productivity Z, ®(U, Z) as a state variable.
At firm level, firm’s promised value to workers U, firm’s capital stock from the last period
K 4 and firm productivity are relevant state variables. Price of capital and the SDF are

functions of the entire distribution of firms ® and aggregate state 6.

V(Za K,l,U’(D, 9) =

max {AZl‘O‘KO‘ — W —p(®,0)(K—-K_,)+E [A’(cb’, 0'|®,0)V(Z', K(1—6),U'|®, 0’)} }

U KW
(10)
st. U={(1-pW' s 4 pROU" LT (11)
V(ZlaK(l _5)7U1’q)/76,) > n/p/(q)lae/)<1 _6>K V(Z/777/7q)/79/) (12)
U'z'e', e >u(z'|e',e) vZ', o 0) (13)
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Firm’s dividend D is simply output less compensation and cost of new investment, D =
AZ7K* — W — p(®,0)(K — K_;). Notice that in firm’s value function 10, firm’s value
V' depends on firm’s past capital stock K_; only through its market value term pK_;.
Past capital stock K_; does not interact with other constraints or choices of this dynamic
programming problem. With this observation, we define the ”cash flow value” of a firm V
which is the difference between firm’s market value less the market value of firm’s capital
stock:

‘7(27 U|(I)7 0) = V(Z7 K—la U|CI)7 9) - p(q)a Q)K—l (14)

Intuitively, a firm is valuable because of the present value of firm’s cash flow captured by V/,
and the market value of firm’s capital stock which is the term pK_;.
Replace the market value V with the cash flow value V using equation 14, the firm’s

value maximization problem now becomes:
V(Z,U|®,0) =

U KW

max {Azl-aKa — W —p(®,0)K + E [A’(cp/, 0'|®,0)V (2, U'|® 60| (15)

+(1-0E [A’((b’, 00, 0)p (¥, 9’)K] }
subject to constraints 11, 12 and 13.

2.4 Investment sector

In addition to ownerships of firms, owners are also endowed with claims to the profits gener-

ated by an investment goods producer that converts consumption numeraire into investment

goods. The investment goods sector produces investment goods using a very simple produc-

tion technology. To produce I units of investment goods, investment goods producer takes

I units of consumption numeraire and the production process incurs adjustment cost we
2\ K

2
assume to be standard convex adjustment cost form H(I,K) = Q(l) . The parameter h

governs the curvature of adjustment cost function. Production of investment goods takes one

14



time period and investment goods producer supplies newly produced investment goods on
the capital market. We formulate the recursive problem for the investment goods producer,

given capital price p(®, ) and stochastic discount factor A(P’, 6'|P, 0).
Vi(I-1,®,60) = maxp(®,O)L; — (I+ H(LK)) + E [A’(CID’, 0@, 0)V/(L, &, 9’)]

The value of investment goods producer depends on its output from last period I_; because
of the sales revenue from selling I_; units of investment at the prevailing market price
p(®,0). Production of new investment I takes (I + H(I,K)) units of consumption goods.
The dividend payout for investment goods producer is simply D; = p(®,0)I_; —(I+ H(I, K).
The maximization problem of the investment sector yields the policy function for aggregate

investment I(®, 0).

2.5 Owners’ utility maximization problem
The objective of the owners is to maximize its utility, subject to a standard budget constraint.

1

— . -1 /n1—1 1—%
Vo(@.6) = max {(1-9)CF 4 BRI (16)

C+ // S'(U, 2) <V(U, Z|®,0) — D(U, Z|®, 9)><I>(U, Z)dUdZ + S)(Vy(®,0) — D (®,0)) <

// S(U. 2)V (U, 2|, 0)B(U, Z)dUdZ + Vy(®,0)S;

C denotes owners’ and Vp is the continuation utility. S(U,Z) is the number of equity
shares (in equilibrium, S(U, Z) = 1 for all types of firms) for a particular firm type (U, Z).
V(U, Z|®, 0) is the cum-dividend price per share; D(U, Z|®, 6) is the equity payout. Similarly,
Vi(®,0) is the cum-dividend price for the investment goods sector’s equity; D;(®,0) is the
payout from the investment goods producer’s equity. S; is the number of equity shares for

investment goods producer and in equilibrium S; = 1.

15



The owner’s income is derived from two sources: the total profit of each individual firm
and the profit of the investment sector. Therefore, the a parameter in firm’s production
function that represents the output elasticity with respect to capital does not equal capital
share in our economy because the owner also earn profits from the investment sector.

Owners maximize utility by trading financial assets on the financial market and diversify
away all idiosyncratic risks. Without loss of generality, we assume that there is one rep-
resentative owner. Solving the portfolio choice problem 16 gives owner’s consumption and
continuation utility as functions of aggregate state variables, C(¢,0) and Vy(¢,0) respec-
tively. Because the owner is well diversified, its Intertemporal Marginal Rate of Substitution
must coincide with the equilibrium SDF°. The setup implies that the SDF in our economy
has the following two-factor structure: the first term captures consumption growth for the
owner and the second term, involving continuation utilities, captures owner’s preferences

concerning uncertainty about future economic conditions.
1 1
C(#,0)) 7 ( Vo(o,0) \ ¥
N (D', 0'D,0) =8 <—) (0—
@O0 =@ ) \mv0

The owner’s budget constraint gives rise to the following resource constraint which is useful

for our defining our notion of recursive competitive equilibrium

C(<1>,e)+// WU, 2|8, 0)(U, 2)dUdZ+1(®, 0)-+H(L, K)(®, 6) — //Y<U,Z|c1>,9)<p(U, 2)dUdz
(17)
The resource constraint says the total output of firms on the right hand side of equation 17,

is split among the owner’s consumption C(®, ), workers’ total compensation and total cost

of investment I(®,0) + H(I, K)(P,0).

5In our model, unconstrained workers equalize their marginal utility with the owner and their marginal
utility ratios are also valid SDFs. Therefore, the risk sharing between owner and unconstrained workers can
be implemented by allowing unconstrained workers to trade state contingent assets with the owner. Hence
our model also provides a theory of endogenous stock market participation based on agency frictions, which
can be related with earlier works that highlight the importance of stock market participation and asset
pricing such as Mankiw and Zeldes (1991), Basak and Cuoco (1998), Malloy et al. (2009), Guvenen (2009),
Wachter and Yogo (2010), Elkamhi and Jo (2018)
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The law of motion of total capital is
// KU, Z|®,0)®(U, Z)dUdZ = K(®,0) (18)

That is the total demand of capital equals to the total capital available in the economy. Total
amount of capital available on the market consists of two components: firms’ undepreciated

capital and new investment made by the investment sector.

2.6 Recursive competitive equilibrium

In this section, we define a recursive competitive equilibrium for our economy. The homo-
geneity property resulting from assumptions on preference, productivity specification and
production function enable us to construct an equilibrium that has two aggregate state vari-
ables (¢, ). 0 is the Markov state for aggregate productivity shock. ¢ is a one-dimensional
density that summarizes firms’ type. We show that the random walk assumption on firm-
specific productivity allows us to reduce firms’ distribution ® to a one dimensional distribu-
tion ¢.

Let V(U, Z|¢,8) be the value function that attains the optimum of the firm’s maximiza-
tion problem 15. In Appendix, we show that V (U, Z|¢, ) satisfies

V(U,Z|®,6) = @(%@,Q)KZ

for some function o(-|¢, §) that represents normalized firm cash flow value. Intuitively, firm’s
franchise value is proportional to its idiosyncratic productivity Z because of the unit root as-
sumption on firm-specific productivity and homogeneous property of production function. In
addition, K represents the aggregate growth of the aggregate economy that is common to all
firms. Similarly, we introduce the definition of normalized utility, normalized compensation

and normalized capital stock:



C

Similarly, we introduce detrended aggregate state variables: ¢ = &,i = % Aggregate capital

evolves according to K’ = (1 — §)K + I and this immediately implies that the growth rate
of the economy is %9’“, =(1—-0+1).

The normalized continuation utility u can be interpreted as a measure of a workers share
in the firms valuation, because U is the total utility delivered by the compensation contract

and Z is firm’s productivity and hence closely related to firm’s size. We express the optimal

contracting problem recursively 15 in terms of normalized values as

5(ul6,0) = mx{ek —w = p(6,0)k + E[N(&,0'16,0)(1 — 0 +i(6,0))e” o(u |, )]

vy

(19)
+ k(1= B[N (006,00 (6,0 }

1

u = {(1 — B)w' T + 573(1/)1_%}1*

< ||

(20)
(1=6+i(¢,0)ev(u'|¢,0') > (f = 1)(1—0)p' (¢, 0k V(¢ 0,0, (21)
u'(ulc’,0') > u(d, 0) (22)

Constraints 21 and 22 are the normalized counterparts of 12 and 13. Here we have assumed
that the outside values for the worker U(¢,6, ZK) can be expressed as u(¢,)ZK. This
restriction is without loss of generality if workers retain a fraction of their labor productivity
when they leave the firm. Equation 20 is the promise keeping constraint that guarantees the
contract delivers the initial promised value. Solving the normalized problem 19 gives opti-
mal investment decision k(u, ¢, ), compensation policy w(u, ¢, ) and continuation utility
contingent on different values of n:u;,_,(e', u, 0'|¢,0) and wu;,_, (€', u, 0’|, 0).

Finally, we describe the construction of our aggregate state variable ¢, which we will re-
fer to as the normalized measure. Let w(u), k(u) © denote the compensation and investment

policy for the optimal contracting problem 19 and recall that ®(U, Z) denote the joint distri-

"We ignore the dependence of policy function on the distribution itself and aggregate state. This slight
abuse of notation makes explain the construction of normalized measure more easily by focusing on relevant
state variable w.
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bution of firms promise to workers U and idiosyncratic productivity Z. In general, ®(U, Z) is
needed as a state variable in the construction of an equilibrium because we need to count the
total resource produced and total compensation paid by firms in resource constraint 17. To
illustrate the construction of the normalized measure ¢, we use the total labor compensation
term in the aggregate resource constraint 17 as an example. We can re-write the integral on

labor compensation term as

/ / 7 KZ®(uKZ, Z)dudZ = K / / 20(uKZ, Z)dudZ

- K/ /Z<I> (uZ, Z)dZ] du

We define the normalized measure ¢(u) = [ S®(uZ, Z)dZ. Note that for a given Z, the
expression ®(uZ, Z) is the joint den81ty of (u,Z). As a result, the density ¢(u) basically
records the average productivity of firms whose normalized utility equals .

With this construction we now bring back all state variables and the aggregate resource

constraint 17 now reads
cl006) + [ wlu,0,0)0ul6)du +1(6.0) + 5i(6.07 = [ kw007 o(ul)du  (23)
The capital market clearing condition 18 can be written as
/k(u, ¢,0)p(ulf)du =1 (24)

We can also characterize the law of motion of the normalized measure ¢. Given the optimal
policy for continuation utilities u'(u, ', ¢’|¢, 0), the law of motion of ¢, ¢' = I'(¢'|0, ¢) is
given by

Y (b/(ﬂ’@/) — /¢(u|0) /e€/f<g/|6/) (pIu;lzl(uﬁ/’E/W’g):ﬁ —+ (]. — p)zui,/zo(uﬁ/ﬁ’\dﬁﬁ):ﬁ) (25)

where 7 is an indicator that takes the value one if the continuation utility for firm-specific
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shock ¢’ equals .

Entry, exit and workers’ outside options

We allow entry and exit of firms to maintain a stationary distribution of firm-specific pro-
ductivities in the model. Firms and workers exit the economy if they receive an exogenous
death shock at the rate of k per period. For simplicity, we assume that within a firm-worker
pair, the death shock of the firm and the death shock of the worker are perfectly correlated.
Once hit by the death shock, the capital of the firm and firm-specific productivity evaporate.

A measure of % of new firm start every period with average productivity Z; = 1 and
u(¢, 0). Competition in the matching market drives the initial value of the firm o(@(¢, 0), ¢, 0)
to be zero and initial utility @(¢, #) is determined by this zero profit condition. This assump-
tion ensures that the total measure of firm is always one and the distribution of firm-specific
productivity is stationary.

If a worker defaults on the contract, it keeps a A fraction of productivity and immediately
matches with a firm that starts with initial utility @(¢, ). By homogeneity, we can show

that worker’s outside value u(¢, ) in 22 is given by u(¢, ) = A\u (¢, 0).

Equilibrium

We now define the recursive competitive equilibrium.

A recursive competitive equilibrium consists of a law of motion for the normalized measure
&, T(0']¢,0); aset of prices: the SDF {A(¢'|¢,0)}®, prices of capital {p(¢,0)}; firm’s franchise
value ¥(u|¢p, @) and policy function for wages w(u|p, 0), investment k(u|p, §) and continuation
utilities wy,_, (u, ', €[, 0), up,_o(u, 8, €l¢, 0); policy functions for owner’s consumption share

c(¢,0) and aggregate investment i(¢, #) such that

e under the price of capital p(¢,0), capital market clearing condition. 24 is satisfied.

8In principle, value, policy and pricing functions should all depend on the normalized measure in the next
period ¢’. However, given that all agents are able to forecast the normalized measure using I', putting ¢’ as
an argument of equilibrium outcome functions is redundant.
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e owner solves her consumption and portfolio choice problem 16 and the equilibrium

SDF is consistent with owner’s IMRS derived from the solution to problem 16.

e Given the SDF, capital price and the law of motion of the normalized measure, the

value function and the policy functions solve the optimal contracting problem in 19.

e given the policy functions for continuation utilities, the law of motion of the normalized

measure ¢ satisfies 25.

e the policy functions and the normalized measure ¢ satisfy the goods market clearing

condition 17.

We apply Krusell and Smith (1998) type of technique and forecast the law of motion of the
normalized measure ¢ and price of capital using the owner’s consumption share c. All details

are included in the appendix.

3 Implications of optimal contract

In this section, we show that optimal contract has several important implications that help
us jointly account for asset prices and investment dynamics. First of all, optimal contract
generates uninsurable tail risk in labor earnings as in Ai and Bhandari (2018), Constan-
tinides and Ghosh (2015) and Schmidt (2015). Uninsurable tail risks channel amplifies the
conditional volatility of the pricing kernel and our production economy inherits the success
of this mechanism in endowment economy. Secondly, we show that optimal contract generate
a form of operating leverage channel. Specifically, heterogeneity in the severity of binding
firm-side constraint is translated into heterogeneity in firms’ cash flow risk exposures and
hence heterogeneity in expected stock returns. Thirdly, we show that in a production en-
vironment, in the presence of uninsurable tail risks, investment creates a novel benefit that
is to alleviate the binding firm-side constraint and improve workers’ risk sharing conditions.
This force is particularly prominent for unproductive firms burdened with significant labor

commitment because workers’ risk sharing conditions are poor in these firms.
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3.1 Uninsurable tail risk

With perfect risk sharing, continuation utility does not respond to idiosyncratic shocks and
thus normalized continuation utility «/(¢’, u, 6'|¢, #) must be inversely proportional to the id-
iosyncratic shock €. In particular, an extremely negative shock in & pushes u'(¢’, u, &'|, )
toward infinity. However, with firm side limited commitment constraint, owner of an unpro-
ductive firm has strong incentive to renege on the contract because of the low continuation
value of the firm. On the other hand, the magnitude of earnings’ losses depend on whether
owners can sell capital on the market. In the state where the owner is able to sell capital
with 7 = 1, owner has stronger incentive to renege on the contract and therefore workers
need to take a significant compensation cut to raise owner’s continuation values. If the real-
ization of n is 0, the owner has less incentive to default on the contract and owner can still
provide some insurance for workers against adverse idiosyncratic shocks. To demonstrate

these properties formally, we prove the following two propositions

9E(u,0'|¢,0)

o > 0 such

Proposition 1. In the state where n = 1, there exists €(u, ¢'|p, 0) with
that

Up—y (€0, 0']6,0) = (¢, 0')  Ve' < E(u, '], 0)

u,_, denotes the continuation utility contingent on that owner can sell the capital on the
capital market. And w(¢’, ') is the maximum utility that the owner can provide.

By proposition 1, sufficiently low realizations of firm-specific shock €" are not associated
with changes in continuation utility v’. As a result, the unnormalized continuation utility, U’
moves one to one with ¢ and so do the levels of future labor compensations. Thus earnings
fall proportionally with negative shocks for all shocks below the cutoff (u, &'|¢,0). In the
upper panel of figure 1, we display the normalized continuation utility u’ as a function of
size of firm-specific shock e. It is clear that for any shock below the cutoff shock (u, 8'|¢, 6),
continuation utility is held constant. For shocks above this cutoff shock, normalized utility
is inversely related with shock, reflecting the risk sharing function of the optimal contract.

The next proposition highlights the link between risk sharing and firm’s investment
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choices.

Proposition 2. In the state where n = 0, there exists a a cutoff £€(u,d|p,0), a continuation
utility associated with this cutoff u(u, @' |, 0) and firm’s optimal investment decision k(u|p, 0)

such that the firm-side limited commitment constraint binds as
(1 =0+ i(¢,0)e” 7 12D5(i(u, 0' ¢, 0)|¢, 0') = —(1 = 0)p (¢, ') ], 0)

and for any € < E(u,0'|¢,0), the continuation utility u,_(¢',u,0'|¢,0) associated with this

shock is given by
y_o(e,u, 010, 8) = 07 (D (a(u, 6']9, 6)', ¢)

Compared with proposition 1, workers’ continuation utility for extremely adverse shock
no longer falls one-to-one with the size of unfavorable shocks. Instead, proposition 2 shows
that the continuation utility is still inversely related with the shock but unnormalized utility
is no longer constant for large adverse shocks. That is, worker receives insurance when the
firm-side limited commitment constraint binds but they would not get the full insurance as
in the first best case. Lower panel of Figure 1 clearly illustrate this point. For shocks below
the cutoff shock é(u, #'|¢,d), normalized continuation utility is decreasing with respect to
shocks. However, the slope of utility to shocks is not as steep as in the unconstrained regions
in which the realization of shock is above the cutoff shock.

Proposition 2 highlights the interaction between risk sharing and firm optimal investment.
Figure 2 displays the effect of increasing capital stock on risk sharing. As firm increases its
investment from k; to ko, we observe that the cutoff shock decreases indicating that firm-
side constraint in the state n = 0 is less likely to be binding. Therefore, a new benefit
of investment emerges because investment also relaxes the binding firm-side constraint and
improve worker’s risk sharing. Note that this effect is only present when owner cannot sell

firm capital she absconds with on the capital market.
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3.2 Uninsurable tail risks and the amplification of market price of
risk

In our model uninsurable tail risks amplify the volatility of the equilibrium pricing kernel.
The intuition is much akin to the mechanism in Ai and Bhandari (2018) in an endowment
economy. In our calibration, firm-level tail shocks are more likely to happen in recessions
than booms, which reflects the finding that firm-level tail rare events are more likely to take
place in economic downturns. Therefore, workers experience wages cuts more frequently
in economic downturns. With recursive utility and persistent countercyclical idiosyncratic
risks, the prospect of future lack of risk sharing raises workers current marginal utilities in
downturns. As a result, the optimal risk sharing scheme compensates workers by allocating
a higher share of aggregate output to the workers as labor compensations in downturns.
Labor share moves negatively with the aggregate output. The countercyclicality of labor
share translates into a procyclical consumption share of the owner and amplifies risk prices.

The main difference with Ai and Bhandari (2018) is that our model is setup in a pro-
duction economy. This introduces two new economic forces compared with the literature on
endogenous incomplete market and asset pricing: first of all, as demonstrated in proposition
2, to alleviate agency frictions and improve risk sharing introduces a new benefit of invest-
ment. Secondly, with the access to an aggregate investment sector, risk-averse owner can
always smooth out the cyclical variations in her consumption under the optimal contract, by
adjusting investment and production accordingly. Quantitatively, we show that despite the
two counter forces that dampen the effect of uninsurable tail risks on the cyclicality of the
owner’s consumption share, our model is able to generate empirically plausible implications

on asset prices and macroeconomic quantities.

3.3 Endogenous labor operating leverage

In figure 3b and 3a, we plot the normalized firm value (0) and compensation w as functions of

normalized continuation utility u. With firm-side limited commitment, firm value is strictly
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concave with respect to u while the compensation policy is strictly convex. Firm values
are lower because the dividends are discounted more with incomplete markets. The steeper
curvature reflects the higher marginal cost of providing insurance as the limited commitment
constraint is likely to bind for high u firms. Since the principal cannot deliver higher u's,
in the future, wages per unit of output increases more than proportionately with u in the
limited commitment case.

An alternative interpretation is that o(ul¢g, @) is the valuation of the firm’s claim to its
equity holders and w, the promised value is the valuation of liabilities to workers. Thus
74. ratio is a measure of operating leverage. Under the optimal contract, firms with a
sequence of adverse productivity shocks remain solvent by delaying compensation payments
but accumulating debt. Higher debt makes the firm more risky.

Another observation in 3a and 3b is the variation of labor leverage and firm value across
aggregate states. A firm with identical committed value to its worker have a higher labor
leverage in 0 than in 6. The steeper curvature of the compensation policy in @, reflects

that marginal cost of providing insurance is higher for firms with equal committed value in

0;, than in 6.

3.4 Investment policy under optimal contract

In this section, we further investigate the relationship between investment and its effect on
relaxing the binding firm-side constraint. First order condition with respect to investment k

gives rise to the following optimality condition

P(6.0) = alk(u, 6,0)° " + (1 = )E|A'(¢/, /|, 0)p' (/. )|

(26)
+ (1= 0)(1 = p)E Ny (w06, )N (6,616, 0)p(o. )|

As in standard neo-classical investment models, firms equalize marginal cost of investment
and marginal benefit. At the margin, firms pay 1 unit of capital goods prices to acquire

an additional unit of capital. On the benefit side, increasing capital stock by 1 unit simply
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endow them with more capital to sell next period. Also, firms produce more output at
the rate of marginal product of capital. Those two channels are standard in neo-classical
investment models.

The novel channel in our framework is the role of capital to relax the binding limited
commitment problem. Let X,_(g’,u,0|¢,0) denote the Lagrangian multiplier associated
with the binding firm-side constraint 21 in the state when owner cannot sell firm’s capital.
Consider a firm that receives a sequence of negative firm-specific shocks, such a firm face
the situation that going forward, their constraints are binding in more states of the world.
Risk sharing is poor for workers in these firms because workers are more likely to encounter
with compensation cuts. To relax the binding firm-side constraint and improve risk sharing,
these firms invest more relative to the first best case.

On the other extreme, consider a firm that is constantly hit by positive productivity
shocks. In the first best world, these firms optimal investment decisions should be determined
only by its productivity shocks and efficient capital allocation implies that a larger fraction of
capital are in the hand of such productive firms. This is not the case with limited commitment
problem. In equilibrium, there is always a group of firms that are constrained and their
excessive demand for capital raises the price of capital in equilibrium. For unconstrained
firms, this pecuniary externality effect affects their optimal capital decision because the
equilibrium capital price is higher and they reduce their investment expenditures.

In figure 4, we visualize this economic mechanism. Equation 26 implies the following
capital allocation rule without agency frictions: for a particular firm j with productivity Z;

KI'P =KZ; (27)
In the first best economy, firm capital is linear in aggregate capital and the proportion is its
idiosyncratic productivity shock.In figure 3, we plot firms optimal investment policy functions
as a function of normalized labor commitment. As explained, high labor commitment firms
are firms that realize a sequence of unfavorable shocks and such firms overinvest than their

first best investment while low « firms underinvest.
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In the data, firm-level investment is positively autocorrelated. Standard convex adjust-
ment cost of investment is a feature that delivers the positive autocorrelation of investment as
in the data. Without agency frictions, first best capital allocation rule 27 implies investment
is i.i.d over time and the autocorrelation of investment is zero. In our benchmark model with
limited commitment problem, firm-level investment is also positive autocorrelated despite

the absence of adjustment cost.

4 Numerical algorithm

One computational challenge in numerically solving our model is that the normalized measure
¢ is a state variable with infinite dimension. To make matters worse, to solve for the
equilibrium needs to simultaneously solve for the two pricing function, capital and the SDF,
using the capital market clearing condition 24 and goods market clearing condition 23. We
use a procedure adopted from Krusell and Smith (1998) and replace ¢ with sufficient statistics
that can accurately characterize the dynamics of ¢ over time and states. We further build on
the numerical procedure in Krusell and Smith (1997) to jointly look for the market clearing
prices for both markets.

The distribution ¢ enters the problem through its effect on the stochastic discount factor
and market clearings. To approximate the law of motion of I" and capital price p, we guess
that agents forecast the future SDF and capital prices using the current owner’s consumption
share ¢ and aggregate states of the economy. In particular, we assume that ¢’ = I'c(6'|6, ¢)
and price of capital depends on owner’s consumption share and aggregate state, p(c, ).

Using c as the state variable is both numerically efficient and computationally convenient.
Note that the stochastic discount factor depends on ¢ for two reasons. First, ¢ affects capital
owners consumption, and this effect is completely summarized by c. Second, ¢ is a sufficient
statistic to forecast future prices. Similarly, capital price depends on ¢ because ¢ affects the
supply of aggregate investment through its effect on owner’s SDF. And again, this effect is
captured by the dynamics of c.
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Our method is numerically efficient to clear the goods market 23 because given the
law of motion of ¢, the equilibrium stochastic discount factor is completely determined
without solving for the optimal contract. Through market clearing conditions in equation
23, we observe that once we solve for optimal policy functions for firms investment and
compensations, owner’s consumption share is simply firms’ total output less total labor
shares and aggregate investment shares. This choice contrasts our algorithm from that in
Krusell and Smith (1998) who use the first moment of the distribution of wealth as a sufficient
statistic.

To solve for capital market clearing price is more complicated. The basic idea is that
we first solve for firm policy functions for compensation and investment. Then we move to
the simulation step as in the original Krusell and Smith (1998) method. At each simulation
time point, we introduce another step to solve for firms’ demand function for capital as a
function of an arbitrary chosen capital price. We solve an associated dynamic programming
problem at each time point in the simulation path assuming that firms perceive future SDF
and capital prices as given by the existing forecasting rules. Price of capital becomes another
state variable of this programming problem. We apply a root-finding routine and search for
the capital price that guarantees the market clearing condition 24 is satisfied with enough
numerical accuracy. We then use firms’ compensation and investment policies under market
clearing price of capital to compute the owner consumption share at this time point. In

appendix, we describe these steps in details in the appendix.

5 Quantitative results

In this section, we assess the model’s ability to replicate key moments of quantities and asset
returns at both the aggregate and firm-level, using the numerical algorithm discussed in the
previous section. We focus on a long sample of U.S. annual data including the pre Second
World War sample as our calibration targets for macroeconomic quantities and aggregate

financial moments. Macro variables are de-trended and deflated using their corresponding
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price index available from the Bureau of Economic Analysis (BEA). Firm-level statistics in
the data are computed using a shorter sample that ranges from 1978 to 2017 because two
important data variables, capital expenditure and labor compensation, are sparse in earlier

years.

5.1 Parameter values

The parameters of our benchmark model can be divided into five groups. The first group
of parameters governs the stochastic process for aggregate productivity. We assume that
aggregate productivity shock 6 follow a two-state Markov Chain and 6 can take two values
{0u,0.}. The transition probability between different states is denoted as w. We label
0 as recession states and g as boom states. We choose the transition probability from
boom to boom to be 0.9802 at a quarterly frequency in order to target the duration of U.S.
economic booms which is about 12 years on average. Similarly, the transition probability
from recession to recession is set to match the 4 years’ length of U.S. recessions on average.
We set the unconditional volatility of the shock to be 2.2% annually that is consistent the
volatility of TFP shock typically assumed in the RBC literature such as King and Rebelo
(1999).

On the production technology side, the elasticity of firm output to capital parameter
a is set to be 0.22. We calibrate this parameter so that the average capital share in our
model is close to 0.33 as in the U.S. data. Even with constant return to scale in production
function, the parameter o cannot be interpreted as capital share as in the standard RBC
for two reasons: first, profit of firms constitute only one component of owner’s income
because owner is also endowed with the claim to the profits of the investment goods sector.
secondly, the standard RBC assumes competitive labor market and with constant return
to scale technology labor share is counter-factually constant over business cycles. In our
model, labor compensation is determined by the optimal risk sharing labor contract and we
demonstrate that labor is counter-cyclical as in the data. We set the annual depreciation

rate of physical capital ¢ to be 10% as in Kydland and Prescott (1982) and King and Rebelo
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(1999).

Preference parameters including risk aversion v, IES 1 and the discount factor 8. IES is
set to be 2 which is consistent with the long run risk literature following Bansal and Yaron
(2004). All economics agents in our model have recursive preference and early resolution
of uncertainty is preferred which share the similar preference assumptions of long run risk
based models. However, the main difference with this literature in the parameterization of
preference is that we require a much smaller risk aversion 4.5 than that in a typical long
run risk model. With a low level of risk aversion, we achieve sufficient amplification in the
equilibrium risk prices. The quarterly discount factor is 0.99 to guarantee that the average
risk-free rate is plausibly low as in the data.

In our model, firm-specific productivity follows a random walk process. Therefore, it
is hard to directly discipline the stochastic firm-level productivity process using existing
estimates on firm-specific productivity in the literature. We parameterize our idiosyncratic
shock process using firm level sales data following the calibration strategy in Bloom (2009). In
particular, we assume that f(¢]f) is Gaussian in booms and follows a mixture of a Gaussian
and a fat-tailed distribution with negative exponential form in recessions with one extra
parameter. This assumption leaves us with two parameters { g, 0p }oco, 0, for the Gaussian
distribution per aggregate state, two parameters {¢, ™%} for the negative exponential, and
p € (0,1) as the mixing probability that represents the probability from a draw of the
negative exponential distribution. We normalize the mean of exponential of shock to be 1,
[ e f(e|6)de = 1. We further assume a conditional mean of unity for each of the individual
distribution in the mixture too. These restrictions imply py = _073 and ™% = log #

As a baseline we will use moments from Salgado et al. (2017) that uses Compustat data
to document the cyclical properties of firms’ sales growth over business cycles for the sample

1963 to 2016 as our targets. The value of oy is calibrated to match the cross-sectional

standard deviation of annual sales growth.” The mixing probability p and the negative

9Colacito et al. (2016) adopt a different approach and highlight the importance of time-varying skewness
in the distribution of expected growth prospects to explain several puzzling asset pricing facts. We follow
Salgado et al. (2017) and use cross-sectional distributional moments of firms’ sales growth to discipline our
quantitative exercise.
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Table 1: Key parameters

We calibrate the model at quarterly frequency. To facilitate the comparison of key parameter values with
the literature, we convert quarterly parameter values into annual ones and report the annual parameter
values in this table with a few exceptions. The volatility of idiosyncratic shock parameter is simply its
quarterly value multiply by v/12. The probability of receiving tail shock in recession is 1 minus the
probability of not getting a tail shock for four quarters of consecutive recessions. The conversion of
probability of selling capital at quarterly level to annual level is quite similar with the conversion for the
probability of receiving tail shocks.

Parameter symbol  value
aggregate productivity

unconditional volatility of productivity shock o) 2.20%
transition probability from boom to boom (Quarterly) m(0g|0r) 98.02%
transition probability from recession to recession (Quarterly) w(0r0L) 93.71%

production technology

capital elasticity o 0.22
aggregate adjustment cost h 20
depreciation of physical capital 4] 10%
preference

risk aversion y 4.5
Elasticity of intertemporal substitution Y 2
subjective discount factor 6] 0.99
firm-specific shocks

volatility of idiosynratic shock oF 30.41%
probability of receiving tail shock: recession p 7.76%
agency frictions

present value of earning loss upon separation W 30%
probability of selling capital n 96.06%

exponential parameter A are chosen to match the negative Kelley Skewness of the annual
sales growth in recession. Note that Salgado et al. (2017) also reports that in expansions,
firms’ annual sales growth distribution exhibit a right tail. Our model cannot speak to
this fact because of the Gaussian shock structure in #y. Adding a positive exponential
distribution component in boom does not affect our quantitative results.

Two key parameters, p which is the probability of selling capital on the market if owner
defaults and A\ that is workers’” human capital loss upon separation, determine owner and

workers’ incentives to renege on the labor contract. For the parameter \, we use information
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from Davis and von Wachter (2011) that estimates the present value of earning losses due
to separation. We target the consumption equivalent of the value of separation to be 70%
of pre-separation wages as reported in table 1. The probability of whether owner can sell
capital, p controls owner’s incentive to default on the contract and hence the severity of
firm-side limited commitment friction. The form of punishment for the firm in default is the
expected loss of its assets. One can think of this feature of the model to capture Chapter 11

renegotiation.

5.2 Aggregate quantity dynamics

In this section, we show that our benchmark calibration is largely consistent with macroeco-
nomic aggregates observed in the data. In addition, the volatility of owner’s consumption is
crucial to the success of our model to explain a large equity premium. To put further disci-
pline on the dynamics of the pricing kernel, we calibrate the owner’s consumption volatility
to that of wealthy investors in the data.

The quantity dynamics produced by our main calibrations are shown in panel A and B of
table 2. The model retains the basic successes of the RBC framework: aggregate consump-
tion growth, which is the sum of the owner and all workers’ consumption, is about half as
volatile as output growth. The growth rate of aggregate investment is more than three times
as volatile as output growth. Moreover, aggregate consumption growth is moderately auto-
correlated as in the data. The persistence in aggregate consumption is inherited from the
persistent fluctuations of our endogenous state variable ¢ which keeps close track of the law
of motion of slow-moving distribution of firms. Our model overestimates the contemporane-
ous correlation between aggregate consumption and investment which is also a well-known
drawback of the RBC model.

Capital owner’s consumption is the relevant pricing factor to price risky securities. We
calibrate our model to be consistent with the large volatility of wealthy investors’ con-
sumption, as a further discipline on the equilibrium risk prices. Malloy et al. (2009) and

Wachter and Yogo (2010) report the volatility of consumption growth of wealthy stock hold-

32



ers. Specifically, using the method proposed in Malloy et al. (2009), Goldstein and Yang
(2015) estimates the consumption volatility for the very top stock holders in the CEX data
to be 13.5% per year. In our model, the consumption volatility of capital owner is 9.7% that

is close to Goldstein and Yang (2015) estimates.

Table 2: Aggregate Quantities and Prices

This table presents annualized macroeconomic and asset pricing moments from the data and the bench-
mark model. Panel A reports the average growth rate and volatilities of aggregate output growth
Alog(Y), aggregate consumption growth Alog(C+W) that is the sum of owner’s consumption and work-
ers’ total consumption, physical investment growth Alog(i) and wealthy owner’s consumption A log(C).
Panel B reports the mean and volatility of risk-free rate 7/ and market excess return R°. We report
un-levered excess return. The model statistics are computed from 100 parallel samples and each sample
contain 10000 quarters of simulated data using the policy functions obtained from the model solutions.
Data moments are computed using US annual data from 1930 to 2016.

Moments Data Model
Panel A:Macro Quantities
E(Alog(Y)) 1.70%  1.90%
E( C‘fggﬁl) 78.67% 84.70%
E(m 21.33% 15.31%
Panel B: Volatilities and Autocorrelations
o(Alog(C+ W)) 2.53%  1.83%
o(Alog(i)) 16.40% 14.56%
o(Alog(i))/o(Alog(Y)) 3.32 3.83
o(Alog(C+ W))/o(Alog(Y)) 0.52 0.64
o(Alog(C)) 13.05%  9.10%
AC;(Alog(C+ W) 0.49 0.39
p(Alog(C+ W), Alog(I)) 0.39 0.77
Panel C:Asset Prices
E(R°) 7.68%  5.98%
o(R°) 20.26% 13.61%
E(R/) 0.41%  0.42%
o(RT) 0.93%  0.22%

The observation that our model produces large volatility in aggregate investment despite
fairly high adjustment cost parameter is noteworthy. In standard models, the calibration of
adjustment cost parameter that can account for the equity premium typically leads to smooth

aggregate investment, which is not the case in our calibration. This quantitative success
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hinges on a novel mechanism that links the risk premium component of cost of capital to
aggregate investment . To clarify the effect of risk premium channel on investment, suppose
the economy is in downturn and investment adjustment cost is high as in our calibration.
The demand for aggregate investment is low because recession state is persistent so that the
future marginal benefit of investment is low. Investment sector should reduce investment
expenditure but it is not economically beneficial to do so because high adjustment cost
imposes a penalty on large reduction of investment. Now suppose the risk premium is higher
in recession and capital owner discount future marginal benefit more in recessions. A higher
cost of capital will further lower the demand for aggregate investment, thus counteracting

the dampening effect of adjustment cost on the reduction of investment expenditure.

5.3 Asset price dynamics

In this section, we examine the aggregate asset pricing implications of the model. The
amplification of risk prices due to agency frictions enable our model to deliver a sizable risk
premium, a low and smooth risk-free interest rate, under a low risk aversion coefficient 4.5
and in the absence of financial leverage. We present our aggregate asset pricing results in
panel C of table 2.

The well known asset pricing puzzles, such as the equity premium puzzle and the stock
market volatility puzzle, are even harder to address in production economies compared to
the endowment economies. To deliver a high equity premium requires more than sufficiently
volatile risk prices, but also significant firm cash flow risk exposures that are endogenously
determined in production economies. It is well understood that capital adjustment cost is a
useful modeling ingredient that generates firm cash flow exposures in the production asset
pricing literature and our model is no exception. Without adjustment cost or other frictions
in the investment process, agents are able to smooth out any risks in consumption once

they have access to a production technology and produce their own consumption. A second

10 Winberry (2018) highlight how time-varying cost of capital affects the relationship between plant-level
investment lumpiness and aggregate investment dynamics. Winberry (2018) focuses on the risk-free interest
component of cost of capital while we study the effect of risk premium component on aggregate investment.
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channel that contributes to the high equity premium is the labor induced operating leverage
channel. In our model, risk sharing contract insures workers against fluctuations in labor
earnings and that leaves the residual dividend more exposed to aggregate shocks.

To disentangle the effect of these two channels on firm value, consider equation 14 that
demonstrates that the value of a firm can be decomposed into two components: market value
of firm capital pK_; and the cash flow value V. Capital adjustment cost in the investment
sector reduces the elasticity of supply of capital. Therefore, shifts in the aggregate demand
for capital due to aggregate shocks are absorbed mostly by movements in the equilibrium
price of capital p. The variation in p induces variation in firm value, mostly through the
market value of firm’s capital term pK _;. Labor compensation is a key determinant of firm’s
franchise value V because by definition V equals the present discounted value of cash flow
generated by a firm-worker pair. As a result, the endogenous labor leverage channel affects
firm value mostly through its effect on the cash flow value term V. With these being said,
the two channels also have confounding effects on firm’s value. For example, the equilibrium
price of capital affects firm’s cash flow value because it matters for owner’s outside values
that control owner’s incentives to default. Quantitatively, the main effects, rather than all

confounding effects, are the major forces that shape the dynamics of firm value.

5.4 The predictability of aggregate investment on future stock

market return

In this section, we show that in the model, future market excess returns can be predicted by
aggregate investment rate. In the left panel of table 3, we regress cumulative future realized
market excess returns on contemporaneous aggregate investment rate across different fore-
casting horizons. Our empirical findings are consistent with results in Cochrane (1991) and
Belo and Yu (2013): the R? rises with forecasting horizons, from 9% at one year horizon to
about 45% at the five year horizon. The model implied predictability of future excess return
is a little lower but roughly consistent with the empirical evidence. The slope coefficients in

the multi-horizon regressions using model simulated data have the right sign and magnitudes
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are broadly comparable to those in the real data.
Table 3: the predictability of aggregate investment on future excess return

This table presents the predictability of aggregate investment on future market excess returns. We run
regression of the type 2?21 T g =a+pB log(%)t +e;. To construct the investment to capital ratio at
the aggregate level, we closely follow Belo and Yu (2013) and a detailed description of data construction
is included in the appendix.

Data Model
Horizon coefficient t-stat R? coefficient R?
4 -0.38 -3.03  0.09 -0.27 0.1
8 -0.69 -3.91 0.17 -0.45 0.14
12 -1.04 -6.17 0.29 -0.56 0.21
16 -1.35 -7.42 041 -0.63 0.24
20 -1.60 -7.92 045 -0.63 0.26

It is useful to compare the predictability of excess return generated in our model with a
standard Q-theory model with convex adjustment cost. Under the Hayashi (1982) conditions,
the predictability of market return with aggregate investment rate comes from the well-
known identity that equalizes investment rate to Tobin’s Q. In our economy, firm-side limited
commitment constraint drives a wedge between the marginal cost of investment and the
present discounted value of marginal product of capital for each single firm as in equation
26. As a result, neo-classical Q theory, which states that marginal cost of investment equals
to Tobin’s @, does not hold at both the aggregate level 'and firm level. The logic behind
the predictability in standard Q-theory model does not go through here.

In fact, the predictability comes from the time variation of risk premium. In recessions,
investment falls because of lower future marginal benefit and higher cost of capital. Stock
market valuation is lower also partly due to the higher cost of capital. As a result, low
investment is associated with low stock market valuation and hence higher expected return

going forward.

"By integrating equation 26 across all firms, we obtain an equation that equates the price of capital to the
sum of average marginal product of capital and the average Lagrangian multiplier associated with firm-side
limited commitment constraint.
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5.5 the Value Premium

After documenting our model’s implications on aggregate asset prices, we now turn to the
cross-section of firms and ask if the model can replicate puzzling features of stock return at
firm-level. We show that our model generates a sizable value premium. In table 4, we report
the performance of value investing strategy constructed using simulated data and compare
the model implied value premium with the data . We simulate parallel samples with large
number of firms. For each sample, we sort firms into five BM ratio groups and construct
value-weighted portfolios every year. We then compute one year holding period returns for
each portfolio. We find that in our model, a strategy that long high BM ratio firms and
short a low BM firms earn an average return which is about 0.26% per month (about 3.12%
per year). As a comparison, we compute the five BM sorted portfolio returns using the data
available on Ken French’s website. We find that in the data, the value strategy generates a

monthly average return which is about 0.40% and it is consistent with our model’s prediction.

Table 4: the Value Premium

This table presents the model’s implications on the cross-section of stock returns (the Value Premium).
Panel A reports the Value Weighted 5 Book to Market (BM) ratio sorted portfolio returns. We present
monthly returns computed using data available on Ken French’s website. The sample period is from
1978 to 2017.

Low BM 2 3 4 High BM 5-1
Panel A: Data

0.72%  0.82% 0.87% 0.93% 1.13% 0.41%
t-stat 4.53 5.29 5.87 5.94 6.11 2.89

Panel B: Model
return  0.47%  0.51% 0.54% 0.63% 0.73% 0.26%

In the model, the difference in firm-level productivity drives the heterogeneity in firm’s
BM ratio, investment and expected stock returns. To illustrate the role of firm-level produc-
tivity, we rank firms by recent growth rate of productivity and divide firms into 5 groups.

We further examine the average BM ratios, investment rate within each group and see if our
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model’s implications on the relations among these characteristics are consistent with exist-
ing empirical evidence. Table 5 presents our main findings on these relevant characteristics.

Prior ro portfolio formations, low productivity firms tend to be value firms with high BM

Table 5: Descriptive Statistics for Productivity Sorted Portfolios in the Model

This table presents descriptive annual statistics of productivity sorted portfolios in the model. We sort
firms according to firms’ productivity growth in the past year and group them into 10 portfolios. For
each variable, averages are first taken over all firms in that portfolio then over years. BM is the ratio of
firm’s capital stock K dividend by market value of firm V. BM is demeaned every year. IK is the sum
of quarterly investment I in the past year dividend by the capital stock K_; at the beginning quarter
of last year.

Low Prod. 2 3 4 High Prod

BM 1.54 1.02 0.89 0.81 0.75
IK -0.26 -0.09 0.04 0.19 0.48

ratio. They downsize their capital stock to be in accordance with recently fallen productivity
levels. Conversely, high productivity group is typically associated with low BM ratio. These
firms expand their physical capital stock so as to catch up with recently rising productivities.
These results are in line with existing empirical evidence (see Imrohoroglu and Tuzel (2014))
on firms’ characteristics prior to BM-sorted portfolio formation. The model’s prediction
that value firms engage in large disinvestment draws a clear distinction between our model
and models that rely on costly irreversibility as the main mechanism to generate the value

premium.

5.6 The return spread between investment rate sorted portfolios

Next, we show that our model is able to generate another features of the data that in-
vestment negatively predicts stock return at the firm-level. In particular, a large empirical
literature (Titman et al. (2004), Anderson and Garcia-Feijo (2006) and Kogan and Papaniko-
laou (2013)) document that a trading strategy that long low investment rate firms and short
high investment rate firms earn a significant positive returns. It turns our that although our
model is not calibrated to match this pattern at firm-level, it can deliver similar results as

in the data. In table 6, we first present the empirical evidence on the investment rate sorted
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Table 6: the Investment Rate Sorted Portfolio Returns

This table presents the model’s implications on the cross-section of stock returns ( the Investment Rate
Sorted Portfolio Returns ). Panel A reports the Value Weighted 5 Investment rate sorted portfolio
returns. The definition of Investment rate is capital expenditure (CAPX) dividend by property plant
and equipment(PPENT). We exclude finance utility industries and use NYSE breaking points. We sort
and form portfolios based on firms’ investment rates in the past fiscal year. The sample period is from
1978 to 2017. The sample period is consistent with the period of data we use to compute other firm
characteristics.

Low INV 2 3 4 High INV 5-1
All firms Data

return 0.80% 0.66% 0.59% 0.54% 0.49% -0.31%
t-stat 4.51 4.43 3.81 3.41 2.42 -1.76

Model
return 0.62% 0.58% 0.55% 0.51% 0.46% -0.16%

portfolio spread. Our definition of investment rate is capital expenditure (CAPX) divided
by property plant and equipment (PPENT) following Kogan and Papanikolaou (2013). This
measure of investment rate is different from the investment sorted portfolio returns available
on Ken French’s website because the latter measures firm’s asset growth which does not
quite fit with our model.

We find that in our model, a strategy that long high investment rate firms and short a
low investment firms earns a negative return that is about -0.16% per month (about 1.92%
per year). As a comparison, we compute the five IK sorted portfolio returns empirically.
We find that in the data, this investment rate strategy generates a monthly average return
which is about -0.31% and it is consistent with our model’s prediction.

The model is able to generate a significant IK sorted portfolio spread. In the model,
the evolution of normalized promised utility u drives both firm’s investment decisions and
expected return going forward. Consider a firm that is not binding by either side of limited
commitment constraints. Following an unfavorable shock, firm cuts investment expenditure
dis-proportionally to the size of the shock due to agency frictions. Meanwhile, optimal risk-
sharing contract stipulates that the firm should increase the normalized worker’s promised

utility as insurance. Upon the impact of adverse shock, firm cuts investment expenditure
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and its value immediately drops because of lower output and higher labor commitment.

Therefore, firm investment negatively predicts stock return as shown in table 6.

5.7 Firm-level quantities

Finally, we assess our model’s predictions on firm-level quantities. We find that the model’s
success in fitting the cross-sectional asset pricing moments does not come at the cost of

empirically implausible implications for firm-level quantities.
Table 7: Implications on firm-level quantities

This table presents the model’s implications on firm-level quantities dynamics. We report the cross-
sectional standard of firm-level investment, the fraction of firms that undertake negative net investment,
the cross-sectional standard deviation of firm-level sales growth, the cross-sectional mean and standard
deviation and the Kelley skewness of sales growth in economic downturns. The construction of these
firm-level moments is standard and a detailed data explanation is included in the appendix. Since data
on capital expenditure in earlier years is very sparse, we set our sample period to start from 1978 until
2017.

moment data  model
o(L) 28.50%  32.06%
fraction of negative investment firms 19%  29.82%
o(Alog(sales)) 33.40% 28.01%
skewness(A log(sales))|recession -2.12%  -1.15%
mean ¥ 53.13% 65.11%
o) 65.50% 71.66%

Examining the first two rows of table 7, we find that our model can explain the significant
cross-sectional variation of firm-level investment. This is noteworthy in itself because exist-
ing investment-based models that can quantitatively account for the cross-section of asset
returns fail to match the cross-section of firm investment. Investment models featuring rich
investment frictions are silent on the cross-section of firm stock returns. Another notable
feature of the data is that a non-trivial fraction of firms choose to downsize capital stock
every year. This feature of the data can hardly be reconciled in an asset pricing model
that relies on costly irreversibility as its main mechanism to match the cross-section of asset

returns.
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In the third and fourth row of table 7, we show that firm-level output moments are
similar to the second and third moments of sales growth in the data. This is not surprising
because the higher moments of sales growth are targeted moments so as to discipline our
parameterizations of idiosyncratic productivity shock process.

In the last two rows of table 7, we report our model’s results on firm-level labor share,
defined as total labor compensation to firm’s output ratio. For the data moment, we compute
labor share as the Compustat item Total Staff Expense for labor compensation, normalized
firm value added. Compustat item XLR is notoriously sparse and we observe missing values
under this item for many firm quarter observations. Donangelo (2018) provides reassuring
evidence that the statistical property of XLR is similar to other measures of total staff
expense of a firm such as industry average wage per employee times the number of employees
of a firm. We find that the mean firm-level labor share in the data is about 53.13% and
our model overshoots its level a little bit. In addition, firm-level labor share also exhibits
significant variation across firms in the data and the cross-sectional variation of labor share

in our model is similar to that in the data.

6 Empirical Analysis

In previous sections, we have demonstrated that our model is consistent with a wide range
of empirical facts on asset prices and investment both at the aggregate and firm-level. In
this section, to further illustrate the main mechanisms of our model and to contrast our
model with existing literature, we present a set of tests. We develop an empirical procedure
that builds on Campbell and Shiller (1988) and Vuolteenaho (2002) and attribute time series
variation of aggregate investment as well as cross-sectional variation of firm-level investment
to variations in cash flow news and discount-rate news in the data. This procedure sheds
light on the key driving forces behind aggregate and firm-level investment. More importantly,
it is also informative about dynamic structural models of investment and asset price, which

typically predict that variations of investment should be either due to future cash flow
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news or future discount rate news. Different class of models will have completely different
implications on the importance of each type of news to account for movements in investment
and therefore our empirical findings provide further guidance and discipline on structural

models of investment and asset prices.

6.1 Investment decomposition framework

The intuition behind decomposing the variance of investment is that forward looking invest-
ment can either respond to news to cash flow or news to discount rate. Therefore, variations
in investment should be driven by these news component. This logic is analytically clear in a
neoclassical (Q model with convex adjustment cost. We should emphasize that our empirical
exercise does not depend on the assumption that marginal  equals average Q under the
Hayashi (1982) conditions. The presentation of the following Q model is only for conveying
the main logic behind our empirical tests. Equation 28 provides a link between investment
and cash flow and discount rate innovations when firm’s marginal cost of investment equals

its average Q 2.

I D = . .
nln(?t) ~ constant + E; | In KtH + Z(p’AIn Dijor— P In Ry ) (28)
t s S

Equation 28 highlights a relation between three endogenous firm variables: firm’s invest-

ment rate I% is positively affected by its future profitability which is expressed as expected

Diy1 .

dividend to capital stock ratio =
t4+1

A firm’s investment is also positively related to future
cash flow growth Aln D,y ., and negatively related with future discount rates In Ryy;. p
is a parameter that captures average level of stock market prices. n is an adjustment cost
curvature parameter.

Equation 28 holds ex-ante as well as ex-post in this theoretical framework. Therefore,

to decompose the variance of investment, it is essential to express changes in expectation

of investment rate as a linear combination of revisions in expected future cash flows and

125ee Kogan and Papanikolaou (2012) for detailed derivation of equation 28
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returns.

Npps = (By = Ei_1) > p/ ' In Ry

j=1

(29)

Di1 = .
Nepy = (Ey — Ey) | In K” +> P A Dy
1 D
Re-writing equation 28 with expressions for news component 29, we obtain the following

key condition that is crucial to our empirical analysis:
Nix+ = Nocrt — Nppy (30)

Condition 29 which we can consistency condition, says that an increase in expected future
cash flow is associated with more investment today, while an increase in expected discount
rate leads to less investment today.

Classic Q-theory predicts that Tobin’s ), which is the ratio between the market value of
a firm’s capital and its replacement cost, should perfectly summarizes a firm’s investment
opportunities. It is well understood that classic Q-theory is confronted with difficulties when
researchers bring this key prediction of the theory to the data. Our variance decomposition
requires much less stringent assumptions than the conditions under which investment is
perfectly correlated with Tobin’s Q. In fact, the only structural assumption underlying our
procedure is the consistency condition 30 with the help of some forecasting model based on
which economic agents form expectations on variables of interest. In our framework, news
to investment and stock market returns can be directly computed using a forecasting VAR
model. We impose condition 30 and isolate news to cash flow component. This approach
has several advantages. First of all, in empirical works, researchers tie a firm’s investment in
physical capital to the market value of the firm normalized by a firm’s physical capital stock.

The cash flow generated by a firm could come from other business activities irrelevant to
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capital investment, or other production factors'® Furthermore, Tobin’s @ in the data could

14 All these problems could render a weak

also be contaminated by measurement errors
connection between investment in physical capital and market value of a firm., much the
opposite to what Q-theory predicts. On the contrary, our method does not require measures
of cash flow in the data. By imposing consistency condition 30, our method is able to isolate

the cash flow news that is driven by physical capital investment only, as long as news to

investment rate and cost of capital are predicted accurately.

6.2 The VAR method

The empirical implementation of the investment decomposition requires a model that fore-
casts future cash flows and discount rates. A vector autoregressive (VAR) system provides
such a mechanism to forecast these variables and allows us to compute the revisions in ex-
pectations of these variables. We decompose the time series variance of aggregate investment
as well as cross-sectional variation of firm investment. Therefore, these two exercises require
us to estimate two separate VAR models including different set of variables as relevant fore-
casting variables. We first introduce the general procedure that extracts news components
given an estimated VAR system. We then comment on our choices of forecasting variables
at both the aggregate VAR and firm-level VAR.

The behavior of aggregate economy or a firm is described by a vector z; of some relevant
state variables. In particular, z; = [ik;, CF;, 1y, f]. And a vector z in total include m
variables. The first component of z; is the log of investment to capital ratio ¢k; which could
either be aggregate investment to capital ratio for an aggregate VAR model or investment
rate for a particular firm for a firm-level VAR model. C'F} corresponds to a measure of cash
flow and r; is the log of stock return. f; is a vector that include all other variables that help

predict investment, cash flow and return.

13 Merz and Yashiv (2007) address the importance of labor production factor to understand variation
of aggregate Tobin’s Q. Peters and Taylor (2017) shows that incorporating intangible capital improves the
empirical performance of investment and Q relationship. Belo et al. (2018) decomposes firm value to physical
capital, labor and intangible capital.

14 See Erickson and Whited (2000) for example.
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The vector of z; evolves according to a first-order VAR:

Zt+1 = C + FZt + Ct+1 (31)

where z;,1 is a m-by-1 state vector. ¢ and I' are m-by-1 constant vector and m-by-m matrix
of parameters. The assumption that VAR is first-order is standard as in Vuolteenaho (2002)
and Campbell et al. (2013). The qualitative findings of this paper do not change when we
estimate VAR models with higher orders.

From the estimated VAR system 31, innovations to investment is simply the time series of
residuals for the first equation in the VAR system that regresses current period of investment

on lagged state variable vector. That is,
Nig g1 = el1ut+1 (32)

where e; is a vector whose i*" entry is one with the rest entries being 0.

Campbell (1991) shows that the discount rate news can be computed as following:

Nprit1 = €3p0(I — pl) " legn (33)

where I' is the VAR coefficient matrix, e,y is the error term of VAR system and ej is a
vector where its third element is one and zero otherwise since we put return variable as the
third variable in the state vector z. And p is a parameter that depends on average pd ratio
at the aggregate level or firm-level. Previous literature find that setting p to be an arbitrary
number between 0.95 to 0.99 does not matter for the variance decomposition of stock returns.
We experiment with different values of p and find similar patterns that different values of
p does not drive our empirical results at all. The above formula demonstrates that any
unexpected shocks to current state variables will be transmitted into returns for all future
periods because discount rates are predictable using the VAR model 31.

The cash flow news can be indirectly computed by consistency condition 30, as the resid-
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ual of unexpected investment rate N ;41 and discount rate news Npr,1. An alternative
approach is to compute cash flow news directly using the VAR system. However, we choose
not to do so because earnings or cash flows could come from other business activities in ad-
dition to firms’ investment. To attribute variation of investment to movement in cash flows
driven by other factors than investment itself could potentially contaminate our variance

decomposition results.

6.3 VAR data

The choice of state variables is crucial in empirical implementation of cross-sectional variance
decomposition of firm investment. The literature that attempts to understand the stock
return variation shows that a minor change in the state variables can dramatically affect the
conclusion drawn from the return decomposition, see for example Chen and Zhao (2009).
In our implementation, we do not consider the effect of different choices of state variables
as experimented in Chen and Zhao (2009). We only include variables that are standard to
the literature of firm-level return decomposition. In particular, we include firm investment,
firm cash flow measures, firm valuation ratio which is the market value of equity to its book
value ratio and firm realized stock return.

Our aggregate VAR estimation method involves identifying a set of state variables for
the aggregate VAR. Our choice of state variables follow Campbell and Vuolteenaho (2004)
and Campbell et al. (2013) closely. Our aggregate VAR includes standard variables to better
forecast the dynamics of aggregate investment, cash flow and discount rate. A list of state
variables, except aggregate investment, corporate dividend and market excess return, include
1) Price to Earning (PE) ratio. 2) the term yield as the difference between the log yield on
the 10-year U.S. bond and short-term treasury yield. 3) default spread. 4) small stock value

spread. See appendix for detailed explanation on data construction.
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6.4 Firm-level evidence

We report the firm-level variance decomposition results in Panel A of table 8. We first
estimate time-series VAR models for each individual firm using all available observations
over time. The variance decomposition results demonstrate the contribution of each type
of news on the time-series variation of each individual firm. We average VAR coefficients
and variance decomposition results across firms. On average, the predictive coefficient for
investment on the lagged stock return is negative while the coefficient on two measures of
cash flows are both positive. This supports our theoretical prediction that firm’s investment
is positively related with future cash flow news while and negatively related with discount

rate news. In the columns under ”decomposition coefficients”, we report the coefficients of
Table 8: Firm-level investment variance decomposition

This table first reports firm-level investment variance decomposition results in the data. The forecasting
variables include firm-level investment, ROE and stock returns. We follow Chen and Zhao (2009) to
select firms that are included in our sample and our sample starts from 1978 to 2017. All variables
are at the annual frequency. Firm by firm time series refers to the estimation of VAR conducted for
each individual firm in our sample. We then report the average decomposition coefficients across firms.
This is essentially decomposing the time series variation of a firm’s investment which is analogue to the
decomposition of time series variation of aggregate investment. We then estimate panel VAR models
with firm fixed effect and with the addition of year fixed effect.

Decomposition Coefficients

cash flow discount rate
Panel A: Data
firm by firm time series 79.28% 20.72%
panel var with firm fixed effect 94.34% 5.66%
panel var with firm and time fixed effect  93.68% 6.32%
Panel B: Model
Benchmark 88.94% 11.06%
Zhang(2005) 21.34% 78.66%

regressing discount rate news and cash flow news on unexpected investment. We find that
cash flow news dominate discount rate news in explaining the time-series variation of firm
investment: for example, discount rate news explains about 20% of investment variance and

news to ROE explains roughly 80% of investment variance.
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We then estimate panel VAR models. With the presence of lagged dependent variables
as regressors, OLS estimates would be biased even when the number of firms is large (See
Nickell (1981)). Therefore, we use a GMM estimators based on Arellano and Bover (1995) for
our panel VAR analysis with fixed effects. We first report the panel VAR controlling for the
firm fixed effects, which is the same as de-meaning all firm-level variables time-series wise.
Again, we find that for both measures of cash flow, firm investment increases when cash flow
increases or when firm stock return drops. In addition, when examining the cross-sectional
variance decomposition, we find that almost all cross-sectional variation of investment is
driven by dispersion in cash flow news while only a small fraction of investment variance is
due to discount rate news. We repeat our VAR analysis by controlling for both the firm and
time fixed effects and we find very similar results.

We further investigate implications of our model, as well as a stylized investment-based
asset pricing model with high adjustment cost such as Zhang (2005), on the variance decom-
position of firm-level investment. Panel B of table 8 presents these results and draws a clear
distinction between our model and adjustment cost models.

In our model, we first generate a time series for aggregate productivity shocks with a
length of 3000 quarters. Then we sample firm idiosyncratic productivities from the aggregate
state-dependent distribution of firm-specific shocks for each time period. The number of
firms is set to be 10000. To be consistent with the data, at every time period, we only
look at firms that have existed in our simulated sample for 10 years. We then simulate
firms’ optimal investment, compensation and dividend payout policies using relevant policy
functions. Similarly, we generate a large sample of firms in Zhang (2005) using the program
and simulation procedure available in Lin and Zhang (2013).

We report the model implied investment variance decomposition results. There is no
ambiguity on the definition of cash flow in both models and the measure of cash flow is simply
dividend payout. In both models, investment is positively related with dividend but negative
correlated with realized returns next period. In our framework, as we have shown in previous

section, promised value to workers simultaneously affect firms’ current investment policy as
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well as firms’ future cash flows because promised utility is forward looking and summarizes
all future state-contingent firms’ compensation policies. Therefore, an unexpected favorable
firm-specific shock raises firm’s investment because a favorable shock reduces firm’s labor
commitment going forward and hence increases firm’s dividend payout for multiple period in
the future. As a result, in our model, variation in firm investment is almost entirely driven
future cash flow news.

On the contrary, applying our method to understand the cross-sectional variation of
investment in adjustment cost models such as Zhang (2005), we uncover another empirical
irregularity of that class of models with high adjustment cost. Clementi and Palazzo (2018)
already documents that the cross-sectional standard deviation of firm investment in that
class of model is counter-factually small. In Panel B of table 8, we find that show that about
80% of cross-sectional variation of firm investment is driven by news to discount rate. With
high adjustment cost, investment is smooth so that volatility of firm investment is low. To
make matters worse, high adjustment cost renders firms’ cash flows not dispersed enough
so that most of the variation in firm investment is explained by dispersion of news to firms
stock returns which is not consistent with what data suggests. It is unclear to us whether the
failure to account for the composition of investment variance decomposition is a special case
that only shows up under a particular parameterization of firms’ investment technology as in
Zhang (2005). Or such a failure could be common to a large class of models that emphasize
the importance of investment adjustment costs to understand stock return anomalies in the

cross-section of firms.

6.5 Aggregate evidence

In the last section, we conclude both in the data and in our model that firm-level investment
is largely driven by unexpected news to cash flows. In this section, we examine the aggregate
VAR models and identify the key factor that determines the time series variation of aggre-
gate investment. In 9, we report the variance decomposition results. The first row in the

data panel presents the variance decomposition of aggregate investment rate obtained using
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Table 9: Aggregate investment variance decomposition

This table first reports aggregate investment variance decomposition results in the data. The forecasting
variables include standard variables as in Campbell et al. (2013). Our sample starts from 1978 to 2017.
All variables are at the annual frequency. We construct investment to capital ratio in two different ways,
following Belo and Yu (2013) and Hall (2001).

Decomposition Coefficients

cash flow discount rate
Data
investment rate defined as in Belo and Yu (2013)  -18.21% 118.21%
investment rate defined as in Hall (2001) -7.07% 107.07%
Model
Benchmark 13.90% 86.07%

equation 34. As a robustness test, we follow Hall (2001), Andrei et al. (2018) to construct an
alternative measure of aggregate investment rate. For both of measures, we find that more
than 100% of time series variance of aggregate investment is due to discount rate news. This
finding is an echo of similar findings in understanding times series variation of stock market
returns as summarized in Cochrane (2011). The value of the decomposition coefficients do
not have to be between 0 and 100 percent. For example, —18.21% and 118.21% happens
because high investment rate seem to forecast lower real cash flow growth. As a result, they
must do forecast really low returns and returns must account for more than 100% of aggre-
gate investment variation. This logic is confirmed by the VAR coefficients. The loadings of
cash flow growth on lagged aggregate investment rate is negative while the loadings of return
on lagged investment is also negative.

In our model however, at the aggregate level, investment and future cash flow growth are
positively related. Therefore, the contribution of cash flow news will not be more than 100%
as in the data. However, but discount rates news dominates the cash flow news since return
news explain more than 80% of variation in aggregate investment. the highly variable firm-
level cash flow-news component is largely diversified away in aggregate portfolios. While
cash flow information is largely firm specific, expected-return information has a common

component that is predominantly driven by aggregate shock.
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7 Conclusion

We present a dynamic agency based asset pricing model with production. We show that risk
premia are amplified by agency frictions because agency frictions give rise to endogenously
incomplete market. We further explore the the implications of agency frictions on quantities
and asset prices both at the aggregate level and in the cross-section of firms. Specially,
our model is able to generate a sizable value premium, a large return spread between high-
low investment firms without sacrificing its performance on matching the stylized facts on

firm-level investment.
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Figure 1: continuation utility when the owner can/cannot sell firm’s capital. This figure plots
the normalized continuation utility u (y-axis) as a function of idiosyncratic shock (x-axis).
The upper panel corresponds to continuation utility provision when the firm owner cannot
sell capital on the market after default while the lower panel plots the other possibility. In
the upper panel, € denotes the cutoff shock below which worker receives no insurance and
unnormalized utility falls one to one with unfavorable shock realized. In the lower panel, &
is the cutoff shock below which worker is only partially insured and 4 is the continuation
utility at €.
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Figure 2: the effect of investment on risk sharing. This figure plots the normalized continua-
tion utility u (y-axis) as a function of idiosyncratic shock (x-axis). Holding all else equal, we
compare the cutoff shocks below which firm-side constraint 21 binds in the state where the
owner can sell capital on the market, under a low value of investment (upper panel) and a
high value of investment (lower panel). An increase in investment relaxes the binding firm-
side constraint and worker is less likely (€5 < €1) to be constrained by firm-side constraint
with a higher investment.
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Figure 3: (a) normalized compensation w (y-axis) as a function of u (x-axis) . (b) normalized

firm value o (y-axis) as a function of u (x-axis).
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Figure 4: policy function for investment. This figure plots normalized firm investment (y-
axis) as a function of normalized continuation utility u (x-axis) with and without agency
frictions.
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Appendix

A. Data

In this section, we discuss aggregate variables we use for the estimation of aggregate VAR

model.

Data used for estimating aggregate VAR

The first variable variable is investment to capital ratio. Corporate investment is the
seasonally-adjusted private nonresidential fixed investment provided by the FRED website of
the St. Louis Fed. Since the stock of private capital time series is not available at quarterly
frequency. We follow Cochrane (1991) and construct the time series of the investment to

capital ratio using the following formula derived from the perpetual inventory method:

I IK;

Ik, =
YT L1 -0+ K,

(34)

The initial value of the investment rate is set to be the steady-state level. Given its initial
value, the entire time series of investment rate can be computed using equation 34. See
Cochrane (1991) and Belo and Yu (2013) for more details on this method.

The second variable is the quarterly growth rate of net corporate dividend which is
available on the FRED website of the St. Louis Fed. The series we include in our VAR is the
corporate profits after tax with inventory valuation and capital consumption adjustment.
We deflate this series by its the price index for gross value added by the U.S. business sector.

The third variable in the aggregate VAR is the market excess return which is the difference
between log return on the CRSP value-weighted stock market index and the log risk-free rate.
For risk-free rate, we use Treasury bills with three month maturity provided by CRSP.

We add other variables that have been demonstrated to predict our key variables of
interests to our VAR systems. We further include 1) log price-earnings ratio (PE). 2) the
term yield computed as the difference between the log yield on the 10-year U.S. constant
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maturity bond and the log yield on the 3-month U.S. Treasury bill. 3) the default spread
that is the difference between the log yield on Moody’s BAA and AAA bonds. 4) the small-
stock value spread that is available on Kenneth French’s website. Since the construction

of these forecasting variables are standard, we refer the interested readers to Vuolteenaho

(2002), Campbell and Vuolteenaho (2004) and Campbell et al. (2013).

Data used for estimating firm-level panel VAR

The sample of data we use to estimate panel VAR model is from the Compustat database
for the period from 1978 quarter 1 to 2017 quarter 4. We exclude firms not incorporated in
the US or not traded on either. To guarantee that our results are not driven by firms entry
and exit, we exclude firms who exist in our sample period for less than 10 years. We further
exclude firms with SIC code from 4900 to 4999, 6000 to 6999 or greater equal to 9000. We
impose further exclusion criterion: 1) we winsorize the investment rate distribution every
quarter. We winsorize investment rate observations that are above 99.5% percentiles or
below 0.5%. 2) We discard firm observations that missing investment rate. Even if one
firm reports PPENTQ for two adjacent time periods, we do not extrapolate the PPENTQ
that is missing in between two observations. To assign industry-specific depreciation rate to
each firm in our sample, we match 3 digits NAICS code to the BEA implied depreciation
estimates. However, BEA reports depreciation estimiates on different capital class. Since in
Compustat data, there is no distinction between structure vs equipment, we take the average
estimates of depreciation across different types of assets, for each industry.

We use two measures of firm-level cash flow. The first measure is ROE, calculated as
net income dividend by the last period of book equity. I drop firm year observations if a
firm’s ROE is less than —100% because log transformations are not possible for variables
less than 0. Vuolteenaho (2002) justifies the use of ROE as a measure of firm-level cash flow
by loglinearizing the accounting clean-surplus identify.

Our second measure of cash flow is a firm’s marginal product of capital. We measure the

firms capital stock, as the (net of depreciation) value of property, plant and equipment and
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firm revenue, as reported sales. We measure the marginal product of capital as the difference
between log sales and log capital stock. In theory, a firm’s marginal product of capital should
also depend on a constant capital elasticity parameter. We ignore this constant term here

since it does not play any role in our analysis.

Firm-level investment and labor share

The sample period to compute firm-level quantities covers the same range as the data used
for estimating VAR models. The construction of firm-level investment rate data used to
calibrate the model is identical to that for estimating firm-level panel VAR model. We define
firm-level labor share as labor compensation to firm value added ratio which can be directly
mapped into compensation to output ratio in our model. For the labor compensation we use
the Compustat item Total Staff Expense (XLR). We focus on value added that contains the
contribution of labor and owned physical capital of the firm only because in our model firm’s
production requires labor and physical capital as the only inputs. Value added is computed
as the Operating Income Before Depreciation and Amortization (Compustat item OIBDP)
plus labor expenses. Donangelo (2018) also includes changes in inventories as part of firm
value added. We do not consider inventories in our empirical measure of value added because

in our model all goods produced are sold contemporaneously.

B. Proof of propositions

C. Numerical solution

We now discuss how we solve the model numerically. Note that the optimal contracting
problem 15 is not stationary and we must first detrend it and rewrite it in terms of stationary

quantities. We rewrite the normalized problem 19 here for explaining our numerical solution
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more clearly.

o(ule, §) = max {Gko‘ —w—p(c,0)k+ E [A’(c’\c, 0)(1 — 6 +i(c,8))e" v(u| 0’)}

u k,aw
(35)
k(1 —O)E [A'(cf|c, f)p(c, e’)} }

st w= {(1 ~ B + m(u')l—i}“% (36)

e ~r 1 pl p(cl,e’)(1—5) ol .

> pu—

ev(u|c,€)+1_5+i(cje)k_0 V(e e, ifn=0 (37)
o), 0) >0 V(' 0), ifn=1 (38)
' (u, €'\, 8') > u(c, 0V (0 (39)

Note that we separate the two cases on whether owner can sell capital into two conditions
38 and 37.

The numerical solution then is obtained in two steps: given a forecasting rule for the law
of motion of owner’s consumption share and capital price as a function of aggregate state
and owner’s consumption share, we solve for the normalized 35. Secondly, we introduce an
algorithm based on Krusell and Smith (1997) to simultaneously look for equilibrium prices
that satisfies market clearing conditions 23 and 24.

Solving the optimal contracting problem 35

1. Start with an initial guess of the law of motion of ¢, I'¢(6'|0, c)

logc = a(6,60) + 5(6,6") log c (40)

and a capital pricing function I', (6, c)

logp = a(#) + b() logc (41)
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2. Given I'c(¢'|0,c) and I'y(6, ¢), we jointly solve for SDF denoted as A(¢'|c,6) and ag-
gregate investment denoted as i(c, #) on a set of grid point for ¢, using the expression

of SDF and the optimality condition of the investment good sector:

/ 1

A(0'[c,0) = B(1-6 + i(c,&))—V{w}_i{ Yo }E_W

/
C Rvg

(42)
1+ hi(c,0) = E [A(e’yc, 0)p(c/, 9’)]

Yo

where vy, is the normalized owner’s continuation value function vp = 3

and Ruy, is

the associated certainty equivalent that is defined in equation 5.

3. We adopt value function iteration algorithm and iterate on the Bellman operator 35.
We now describe a procedure to compute a set of policy functions including labor com-
pensation function w(u,c,#), optimal firm investment k(u,c, ), continuation utility
function contingent on n" = 1, u;,_,(¢',u,c, ), continuation utility function contin-
gent on ' = 0, u;,zo(e’ ,u, ¢, 0), the Lagrangian Multipliers associated with binding

firm-side constraint '* 37, X,_y(¢’, u, ¢, 0) and value function o(u,c, ).

e we first present the set of optimality conditions

(a) continuation utility provision in the interior: we first characterize the
continuation utility provision none of the firm-side constraints or worker-side

constraint bind:

A(0']c,0) =

/

w(u’/qlzl (u7 Sla Cl) 9,)5 C/, 9,) }_1}, { ugle(u, £ y C/, 9/) }i}—ﬁ/
w R/
(43)

Be™ (1§ + i(c,&))’”{

15Note that we can also compute the Lagrangian Multipliers associated with binding firm-side constraint
38 in the state of 7 = 1. As we will explain soon, solving for this multiplier is not useful because this
multiplier does not interfere with the determination of other variables.
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A(0|c,0) =

/ /

507 (1 = 0+ e, )~ { Lol

continuation utility provision when 39 binds: when the worker-side
constraint binds, we have the following risk sharing conditions for both sce-

narios ' =1 and ' =0

AWle,8) > B (1 — 8 + i(e, )~ { LLACIDY @ Iy

w Ru/

Note that we ignore the Lagrangian Multiplier for the worker-side constraint

since it is not useful for the following computational steps.

continuation utility when 38 binds

AW1e.0) 2 51—+ e, { LN L £

(46)

u(c’, 0") is the level of continuation utility such that the value function attains
0 as in constraint 38. We ignore the Lagrangian Multiplier on the binding
firm side constraint 38 because it does not interact with other equilibrium

conditions.

continuation utility when 37 binds

A']e,0)(1 + N, —o(u, €', ¢, 0)) =

! (u,g’,c’,ﬁ’),c’,ﬁ’)}}ﬁ{un,_o(u,s ,c’,&’)}iv

/ U}U//_ ua€I7C/70I 7C/701 -3 ul’— uae/vclvel
56_75 (1—5+i(c,0))_7{ ( 17—0( ) )} w{ 77—0(

w
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where A}, _o(u, €', ¢, 0") > 0 and the policy function for this multiplier needs to
be solved for because relaxing the binding firm side constraint 37 introduces

a new marginal benefit of investment which is present in equation 48.

(e) optimality condition for investment decision

p(c,0) ~ E[A(@c, 0)p(c',0')| =abk(u,c.0)"!
+ (1= 0)E|A(0'|0,c) N, —o(u, e, ¢/, 0")p(c, 9’)]
(48)

Grid points: the relevant state variables are c, 0 at the aggregate level and firm’s
promised continuation value u. We set up 20 grid points in the ergodic distribution
of c¢. Value and policy functions are smooth along the ¢ dimension so adding more

grid points to ¢ does not change our results at all.

Instead of setting grid point directly on firm level promised value u, we create
grid points on the cutoff shocks that make 38 binds exactly with zero Lagrangian
Multiplier, so as to capture the occasionally-binding nature of these constraints.
This is essentially the idea of endogenous grid method as in Carroll (2006).

In particular, let the grid points be denoted as {E?lzl(eﬂc,9)}]-:1,,,_7”E,V9 €
{01,0u},¥c where nE denotes the total number of grid points. That is, for
each current aggregate shock # and each point on the discretized space of c,

E?,:1(9L|c, 0) satisfies 46 with a zero Lagrangian Multiplier, that is V0 € {0, 0y}

I—1 —( ! / 1 = 1_
A(Ocle.0) = B <9LIC79>(1_5+i<c,e>)—7{“’(“(c’QL)’C’QL)} ¢{—“(;’9,L)}w '
w u

(49)

We now explain the advantage of indexing firm-level state variable u; with the
cutoff shock defined above. Given the cutoff shock and the continuation utility

associated with this shock, we can analytically construct the entire policy function
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for wj,_, (', - -) for any realizations of idiosyncratic shocks.

=u(c,0r), ifée <5 =1(0,]c, 0)

Uy (€', u5,¢',01) 4 is determined by equation 51, if & € (52/21(6L|c, 9),5;7/:1"4(&]0, 6))

= Q(C/7 €L>7 if &’ > g;‘]/:LA(0L|C7 0)
\

(50)
(!, 0,)F eV T Onled)—e)

%\»—-

w(w(c,0r),c,0L)"
= w(“;ﬂ:l (5/a Uy, Cl? eL)a C/> QL)fiu%,zl (5/7 Uy, Cla eL)iiw

(51)

In the above equation, E?lzl’A (01|c, ) refers to the cutoff shock on worker side lim-
ited commitment constraint. At this level of shock, continuation utility achieves
the lowest level that binding 39 can support and its associated multiplier is zero.
Such a cutoff shock can be computed by comparing the definition of cutoff shocks

in ratio form:

—_n'=1,A _—n'=1 i w(ﬂ(c’,&L),c’ﬁL) E(CI’QL)
87]? (Bcle,0) = 61]? (Brle, 6)+7¢ tog (w(g(c’, L), c, 9L)>+( )log <QEC/’)0L)>
52

Notice that for each point 6 ='(A1|c, 8), there is a correspond cutoff shock 5 = (0lc, 6).
Such a cutoff shock can be pinned down by comparing the risk sharing conditions
from 6 to 6, and that from 6 to 6, using the definition of cutoff shocks 49, on the

4t point, that is

AWle,6) 1, (w@(c’,eL),c',eL))

&j

_ i 1
“H(Oulc.0) =21 (OL]c, 0) + 5 log(

Using the same step as in 50, we can solve the continuation utilities u;, _, (¢',uj, ¢, 0n).

e We now discuss the computation to solve for the rest of policy functions. To begin
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with, for cutoff shock of the binding firm side constraint 38, E?lzl (0'|c, ), thereis a
related cutoff shock, 5” =0(#|c, 0), together with an associated continuation utility
uy _0(9’ |c, ) such that 37 binds with a zero Lagrangian Multiplier. However, the
utility, cutoff shock and Lagrangian Multipliers for binding constraint 37 also in-
terferes with the optimal investment decisions. Therefore, we jointly solve for
{k(u],c 0), €] 4 0(9’]0,6),&?/:0(0’]@ 0), upy—o(uj, €', 0'), N _p(uy, €', ¢, 0"), Ve <
é] =0@c, )} for some endogenously determined u;(c,#) which we explain later,
using the following system of nonlinear equations that include the optimal in-
vestment decision 48 that depends on all five quantities, the binding firm-side
constraint 37 for { 7]7 =0(@'|c, 6), 127-7/:0(9’\@9),k(uj,c,ﬁ)}, the binding firm-side
constraint 37 for {u’/ olus, e, ¢ 0, k(uj,c,e),é7/20(9’|c,9) Ve < 577/:0(9’|c,0)},
equation 54 for{ oluy, e’ e 0),ul,_o(u;,e',c,8),Ve' < 577 0(9’|c,0)}, equa-
tion 55 for{ =0 c, 0), 0 ”7 =@, )}

Aolug, e’ e’ 0") =

n

’ — _1 — 1 _

e*'yEJ". :1(9’\0,0)+75’{ ,U)(’U,(C,, 0//)7/0,7/0/) — } ¥ { U(C/, 6,) }df v _1
w(un,zo(uj,g,c,G),c,G) U )

= L 1 w(u(c,0"),c,0) 1 u(c',0)
100 |c,0) =771 |c, ) +— 1o ( - )+ 1——)lo (,—’
p e =S e O o = wle .. 0 e )
(55)
Equation 54 and 55 are derived by comparing the risk sharing condition of the

cutoff shock grid point and the constraint agents.

With all the policy function solved, we can use the same tricks as in previous step

and construct the continuation utility function u;,_,(u;, €', ', 0'), Ve'.

The most important step to solve for the dynamic programming problem 35 is to

solve for this system of nonlinear equations described above. We use various of

16This procedure is described at conceptual level. In fact, with some efforts we can further simplify this
nonlinear equation system. More details are available upon request.
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numerical tools and parallel computing techniques to accelerate this procedure.
We use Intel Fortran Complier that is bundled with Parallel Computational tool-
box such as OpenMP. 1D cubic spline and 2D Bspline Interpolation methods from
the commercial IMSL numerical library are implemented whenever interpolating
function values is required. We use an efficient numerical integration method

which is the QAGS method to evaluate the integration in equation 48.

e with all policy functions obtained in previous steps, we use the definition of cutoff
shock 49 to update the policy function for labor compensation w on each set of
grid points. We then use the promise keeping constraint 36 to back out the level
of current promised utility associated with each cutoff shock. We keep iterating

until the Bellman equation converges at the criteria of 1077.

Finding equilibrium prices

We now explain our modification of Krusell and Smith (1997) algorithm to find the equilib-
rium prices for capital and consumption numeraire. It is useful to first to define a problem

built on 35.

u! k,w

TEME (4, 8, p) = max {Qk“ —w—pk+E [A’(c’]c, 0)(1— 6 + i(c, ) o(u| 9')]
(56)
+E(L— 5)E[A’(c/|c, f)p(c, e/)} }

s.t. 36,37,38,39

Thus, firms make optimal choices based on an arbitrary current value p for the capital price.
Firms take the current price of capital to equal p and perceive future capital prices to be
given by the function 41. Also the law of motion for owner’ consumption share is perceived
as equation 40. Since price of capital deviates from the assumed price function 41 for only

one period, the continuation value of the firm coincides with the value function in problem

35.

73



This problem will generate investment decisions,

kCMK(u, ¢, 0]p) and continuation utilities

(for both realizations of i and we abstract from the subscript that represents the state of 7’

shock to simplify notations

), WM (u, e/, 0'|p). We are ready to describe the simulation

procedure to update the price function 41 and law of motion 40.

1. solve the optimal contract problem 35 using the algorithm described in the previ-

ous section. Obtain a set of policy functions w(u,c, ), k(u,c,d) and value function

0(u,c,6).

2. simulation stage

(a)

(d)

at a time point ¢ of a simulation path, we have a distribution of firms ¢;(u), c;,
simulated aggregate state 6;, 0,1 and a predicted value for owner’s consumption

share Tt41=Cc(ct,0¢,0t41)

use a robust root-find algorithm (we use Brent’s method) and find the equilibrium

price of capital p; that clears the capital market:

/ KEME (4 ¢, 0, ) n ()t = 1

In particular, Brent’s method generates different values of p. At each trial value
p, we solve problem 56 for policy function kX (u,c;,6,|p). We then evaluate
the integral using the existing measure of firms ¢;(u). If market is clear, we stop.
Otherwise, we move to the next trial value and repeat this step. The market
clearing error is set to be 1077,

Step b) also provides us with the continuation utility function under market clear-

/CMIC(

ing price p;, u u, €', cey1,0i11|p;). By equation 25, we use the continuation

functions and simulate a large number of idiosyncratic shocks to construct the

measure of firms in the next period, ¢ (u).

compute the goods market clearing owner’s consumption share c;,mc via the
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goods market clearing condition 23.

C%F? :9t+1/k(U7Ct+179t+l)a¢t+1(U)du

: h.
- /w(u7 Cet1s Ory1)Prv1(u)du — i(Cry, Or1) — El(ct-i—la 9t+1)2

(e) obtain long time series (T=5000 observations in our experiment) for {cM“}L

{p;}_,. Fit a new price function I'y, law of motion I'. and replace the old one'’.

3. If the pricing function and law of motion converge, we stop. The stopping criteria,
which is the maximum absolute difference in forecasting and pricing coefficients be-
tween two adjacent iteration, is set to be 107°. We also check the regression R? for
both converged 41 and 40. The minimum R? for both specifications is close to 99.85%.

Otherwise, continue from step 1 with updated pricing function and law of motion.

1"We use the dampening trick that is standard in solving heterogeneous agent model. We assume that
the updated price and law of motion are convex combination of the recent obtained one and those from last
iteration. The weight on the recent obtained rules is set to be 0.1.
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