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In our 1985 equ i t y premium puzz le paper, we argued tha t 

standard compet i t i ve theory , s e n s i b l y r e s t r i c t e d , cannot account 

f o r both the 0.8 percent average r e a l re tu rn on debt and the 

near l y 7.0 percent average r e a l re tu rn on equ i t y that the U .S . 

data show fo r the 1889-1978 p e r i o d . In these comments, we e x p l a i n 

why the R e i t z (1988) theory i s not a s o l u t i o n to t h i s puzz le and 

in the process c l a r i f y what we th ink would and would not be a 

s o l u t i o n . 

In our e a r l i e r paper , we d id not argue tha t compe t i t i ve 

theory r e s t r i c t e d i n a s e n s i b l e way w i l l never account f o r the 

now-puzz l ing re turn obse rva t i ons . Perhaps the i n t r o d u c t i o n o f 

some other pre ference s t r u c t u r e w i l l do the job . Recent examples 

of e x p l o r a t i o n s o f a l t e r n a t i v e preference s t r u c t u r e s i nc lude 

dropping the expected u t i l i t y assumption [Eps te in and Z in (1987), 

Kocher lako ta (1987), and Wei l (1987)] and i n t r oduc ing hab i t forma

t i o n [Cons tan t in ides (1987) ] . For such e f f o r t s to be s u c c e s s f u l , 

though, they must convince the p r o f e s s i o n tha t the proposed a l t e r 

na t i ve pre ference s t r u c t u r e i s more u s e f u l than the now-standard 

one fo r o r g a n i z i n g and i n t e r p r e t i n g not only these obse rva t i ons on 

average asse t r e tu rns , but a l s o other observa t ions i n growth 

theory , bus iness c y c l e theory , labor market behav io r , and so on . 

Anyone accompl ish ing tha t would have con t r i bu ted s i g n i f i c a n t l y to 

economic s c i e n c e . 

A Prob lemat ic " S o l u t i o n " 

R e i t z (1988), however, uses s tandard pre ference s t r u c 

tu res and has not in t roduced t e c h n o l o g i c a l f ea tu res that produce 

monetary arrangements. He f i n d s that i f the p r o b a b i l i t y o f a very 
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l a rge drop in consumption i s sma l l and i f the in te r tempora l sub

s t i t u t i o n e l a s t i c i t y o f consumption i s low, then a r i s k - f r e e r e a l 

b i l l w i l l have a much lower average y i e l d than a s e c u r i t y that has 

d iv idends p r o p o r t i o n a l to consumption. We do not cha l lenge t h i s 

f a c t . We do, though, cha l lenge R e i t z ' s conc lus ion tha t t h i s f a c t 

reso l ves the equ i t y premium puzz le w i t h i n the standard t h e o r e t i c a l 

framework that a b s t r a c t s from monetary f a c t o r s , among other 

t h i ngs . 

In R e i t z ' s examples, the sma l l es t annual d e c l i n e in 

consumption i s 25 percent and the l a r g e s t over 98 percen t . De

c l i n e s o f t h i s magnitude have not been exper ienced i n the Uni ted 

S t a t e s . During the l a s t 100 y e a r s , a per iod that i nc ludes the 

Great Depress ion , consumption has f a l l e n more than 5 percent i n a 

year only four t imes . And the l a rges t o f those four d e c l i n e s was 

only 8.8 percen t . But even i f we assume tha t people perce ive the 

p o s s i b i l i t y o f a consumption d e c l i n e as l a rge as R e i t z p o s t u l a t e s , 

h i s proposed s o l u t i o n has two s e r i o u s — i n d e e d , f a t a l — p r o b l e m s . 

Unreasonable Equat ions . . . 

Is equat ing the r e a l re turn on a nominal Treasury b i l l 

w i th tha t on a r e a l b i l l reasonable? I t i s only i f unan t i c i pa ted 

i n f l a t i o n i s s m a l l . Under much l e s s t r y i n g c o n d i t i o n s than those 

proposed by R e i t z , governments have expropr ia ted much o f the r e a l 

va lue o f nominal debt by the mechanisms o f unan t i c i pa ted i n f l a 

t i o n . We c i t e three examples. During the German h y p e r i n f l a t i o n , 

ho lders o f bonds denominated i n re ichsmarks l o s t v i r t u a l l y a l l o f 

the value inves ted i n these a s s e t s . During the 1920s Po incare 

a d m i n i s t r a t i o n in France, bondholders l o s t near l y 90 percent o f 
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the va lue inves ted in nominal debt . And in the 1980s, Mexican 

ho lde rs o f do l la r -denominated debt l o s t a s i z a b l e f r a c t i o n o f i t s 

value when the Mexican government, in a pe r iod o f r ap id i n f l a t i o n , 

converted the debt to pesos and l i m i t e d the ra te a t which these 

funds cou ld be withdrawn. 

In present-day f i a t monetary systems, governments i n 

t imes of c r i s i s can (and probably w i l l ) d e f a u l t a t l e a s t p a r t i a l l y 

on the nominal debt they have i s s u e d . Th i s may not have been 

p o s s i b l e when governments issued go ld bonds. I f the average r e a l 

re tu rn on debt was lower in those t imes than i n the f i a t money 

e r a , R e i t z ' s argument would have some suppor t . But t h i s i s not 

t r u e . The average r e a l re turn on debt was approx imate ly the same 

in 1889-1932 as i t has been s i n c e . 

. . . And Parameter Values 

Is R e i t z ' s r i s k avers ion parameter a reasonable s i z e ? 

We don ' t th ink so . In h i s example w i th a 1- in-100 chance o f a 25 

percent d e c l i n e i n consumption, the requ i red r i s k ave rs ion parame

te r i s 10. Th is i s a la rge va lue , fa r l a r g e r than tha t used in 

v i r t u a l l y a l l app l i ed genera l e q u i l i b r i u m s t u d i e s . Such a la rge 

value f o r the curva ture parameters i s a l s o i n c o n s i s t e n t w i th the 

va lue Hansen and S ing le ton (1983) found was necessary to r a t i o n a l 

i z e postwar s tock re tu rns and consumption i n the Uni ted S t a t e s ; 

tha t va lue i s near 1 . 1 Using one value o f the curva ture parameter 

to account f o r one fea tu re of the data and another value to a c 

count f o r some other fea tu re i s , to say the l e a s t , not the best 

s c i e n t i f i c p r a c t i c e . 
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Needed: H i s t o r i c a l Support 

A d d i t i o n a l h i s t o r i c a l evidence i n support of R e i t z ' s 

hypothes is i s needed fo r i t to be taken s e r i o u s l y . Perhaps the 

i m p l i c a t i o n o f the R e i t z theory that the r e a l i n t e r e s t ra te and 

the p r o b a b i l i t y of the extreme event move i nve rse l y would be 

u s e f u l in r a t i o n a l i z i n g movements in the r e a l i n t e r e s t ra te dur ing 

the l a s t 100 y e a r s . For example, the perce ived p r o b a b i l i t y of a 

recur rence o f a depress ion was probably h igh j u s t a f t e r World War 

II and then d e c l i n e d . I f r e a l i n t e r e s t ra tes rose s i g n i f i c a n t l y 

as the war years receded, that would support the Re i t z hypothe

s i s . But they d i d not . While they were lower before the Treasury 

Accord than a f t e r i t , t h i s i s s u r e l y r e l a t e d to the Fed 's a c t i o n s 

to suppor t the p r i c e o f government debt as i t had sa id i t would . 

S i m i l a r l y , i f the l o w - p r o b a b i l i t y event p r e c i p i t a t i n g 

the l a rge d e c l i n e i n consumption were a nuc lea r war, the perce ived 

p r o b a b i l i t y o f such an event s u r e l y has v a r i e d in the l a s t 100 

y e a r s . I t must have been low before 1945, the f i r s t and on ly year 

the atom bomb was used. And i t must have been h igher before the 
2 

Cuban M i s s i l e C r i s i s than a f t e r i t . I f r e a l i n t e r e s t ra tes moved 

as p r e d i c t e d , that would support R e i t z ' s d i s a s t e r s c e n a r i o . But 

a g a i n , they d i d not . The po in t i s tha t to determine how u s e f u l 

t h i s theory i s , we must i d e n t i f y the p o s s i b l y s m a l l - p r o b a b i l i t y 

events and t ry to measure the magnitudes o f t h e i r p r o b a b i l i t y over 

t i m e . 3 

His to r y suggests , however, that e f f o r t s might be more 

p r o d u c t i v e l y put i n t o i nco rpo ra t i ng monetary f a c t o r s in to s tandard 

theory . For example, r e a l re tu rns on sho r t - t e rm debt were h igh on 
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average in both the 1890s and the 1980s. Was the perce ived proba

b i l i t y o f a d i s a s t e r low in these p e r i o d s , as R e i t z ' s theory 

requ i res? An a l t e r n a t i v e i n t e r p r e t a t i o n o f t h e i r r e l a t i v e l y h igh 

r e a l re tu rns i s the contemporary monetary p o l i c i e s pursued. In 

the 1890s, the Un i ted S ta tes was on a go ld s tandard , and because 

o f go ld supply c o n d i t i o n s , the r e l a t i v e p r i c e o f go ld i nc reased . 

Th is produced d e f l a t i o n and a c r e d i t c r i s i s . The h igh r e a l r e 

turns i n the 1980s might be t te r be a t t r i b u t e d to the p o l i c i e s o f 

the Fed under the l eade rsh ip o f Pau l Vo lcke r than to a decrease in 

the p r o b a b i l i t y of a 25 or 50 percent drop i n consumption. Th is 

s t r o n g l y suggests tha t the average re tu rn on sho r t - t e rm debt i s 

not i n v a r i a n t to monetary arrangements. 

Conc lus ion 

Are R e i t z ' s d i s a s t e r scena r i os reasonable? They are 

undoubtedly extreme. That such extreme assumptions are needed to 

account f o r the average re tu rns on debt and equ i t y we i n t e r p r e t as 

suppor t ing our con ten t ion that s tandard theory s t i l l faces an 

unsolved p u z z l e . 
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Notes 

*We thank Rudiger Dornbusch, S tan ley F i s c h e r , Lars 

Hansen, and Lawrence Summers f o r h e l p f u l d i s c u s s i o n s . Needless to 

say , the views expressed are our own. 

lHansen and S ing le ton (1983) a l s o es t imate t h i s cu rva 

tu re parameter us ing Treasury b i l l re tu rns as w e l l , and they again 

ob ta i n a value near 1. But g iven the f a i l u r e o f s tandard theory 

to account f o r Treasury b i l l r e t u r n s , t h i s i s not an es t imate that 

should be used to r e s t r i c t theory . 

2Lawrence Summers suggested that the Cuban M i s s i l e 

C r i s i s should be a u s e f u l h i s t o r i c a l event to assess the u s e f u l 

ness of the R e i t z theory f o r s tudy ing asse t r e t u r n s . 

3 I n R e i t z ' s example 3, where the ex i s tence of a r i s k 

premium c o n s i s t e n t w i th obse rva t i on and reasonable r i s k ave rs ion 

i s demonstrated, consumption drops 98.2 percent in one y e a r . We 

suggest tha t a 99 percent drop i n consumption w i th a sma l l a s s o c i 

a ted p r o b a b i l i t y can g ive the same r i s k premium wi th a lower r i s k 

ave rs i on parameter. 
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