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Abstract
Standard production-based asset pricing models cannot simultaneously explain the
value premium and the gross profitability premium. Empirically, we show that value
and profitability sorted portfolios differ in the persistence of productivity. We develop
a general equilibrium model where firm-level productivity has a two-factor structure
with different persistence. We demonstrate that with capital adjustment costs and
variable capital utilization, our model can simultaneously account for both the gross
profitability premium and the value premium.
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Introduction

Historically, firms with higher profitability ratios, defined as the ratio of gross profit to total
assets, earn higher average returns than those with lower profitability ratios. This is often
referred to as the gross profitability premium (Novy-Marx (2013)). At the same time, stocks
with higher ratios of the book value of assets relative to their market value, or value firms,
earn a higher average return than those with higher market-to-book ratios (growth firms).
The difference in the average return of value and growth firms is called the value premium.
The coexistence of the value and profitability premiums presents a challenge to the
literature on Q-theory and production-based asset pricing models, for example, Zhang (2005).
In these models, productivity is typically specified as an AR(1) process and is the only source
of exogenous variation that determines the cross-sectional heterogeneity in firms’ market-tobook and profitability ratios. High productivity firms are high profitability ratio firms but are
simultaneously also growth firms: they have a higher market value of assets relative to their
book value and, therefore, higher market-to-book ratios. As a result, traditional productionbased asset pricing models cannot separate the value factor and the profitability factor. By
construction, a profitability premium must imply a value discount. That is, these models
can generate either a value premium or a profitability premium, but not both. In this paper,
we develop a general equilibrium model where Q-theory holds and firm-level productivity
has a two-factor structure that differs in persistence. We show that our model can not only
distinguish the profitability factor from the value factor but also account for the coexistence
of the value and profitability premiums.
To distinguish profitability from value empirically, we first provide empirical evidence for
the two-factor structure in firm productivity. We show that consistent with the standard
production-based asset pricing literature, both high profitability firms and growth firms have
higher investment rates, higher cash flow growth rates, and faster sales growth rates at
the time of portfolio formation compared to low profitability and value firms, respectively.
However, several differences between the profitability and value sorted portfolios suggest
that market-to-book sorting differentiates firms in terms of the permanent component of
productivity shocks, while portfolios sorted on profitability differ in terms of the transitory
component of their productivity.
First, the differences in investment rate, cash flow growth rate, and sales growth rate are
significantly higher for market-to-book sorted portfolios than profitability sorted portfolios.
For example, the median investment rate is about 7% for firms in the value portfolio, and
is more than twice as large, about 15% for the growth portfolio. In contrast, the median
investment rates of low and high profitability sorted portfolios are 8% and 12%, respectively.
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Second, the differences in investment rates, cash flow growth rates, and sales growth
rates are much more persistent for market-to-book sorted portfolios than profitability sorted
portfolios. Empirically, we show that the spreads in cash flow and sales growth rates for
market-to-book sorted portfolios remain significant five years after portfolio formation, while
the difference in the above measures vanishes one year after portfolio formation for gross
profitability sorted portfolios.
In addition, we formally estimate a two-factor model of firm productivity and decompose it
into a permanent and a transitory component. We demonstrate that market-to-book sorted
portfolios differ more significantly in terms of the permanent component of productivity,
while gross profitability sorted portfolios have a higher spread in the transitory component
of productivity and a much smaller spread in the permanent component.
Motivated by the above empirical evidence, we develop a general equilibrium model where
firm productivity has a permanent and a transitory component. The transitory component
has a large standard deviation in one-period innovations but a very small persistence. In
contrast, the permanent component has a small conditional standard deviation but follows
a random walk. This specification allows our model to distinguish the profitability factor
from the value factor. A positive shock to the transitory component of productivity raises
the current-period profitability of the firm but, because of its lack of persistence, has a
quantitatively small impact on the market-to-book ratio. A positive shock to the permanent
component of productivity, on the other hand, has a small impact on the current-period
profitability. The impact is small because the size of the permanent shock is typically small,
but it significantly affects the market value of the firm, as the shock is expected to last
into the future. As a result, from a quantitative perspective, consistent with the data,
the market-to-book sorting mainly differentiates firms along the permanent component of
productivity shocks, while gross profitability sorting selects firms based primarily on the
transitory component of their productivity.
We incorporate two sources of aggregate shocks into our model: total factor productivity
shocks and shocks to the marginal cost of capital utilization. Our model generates a value
premium as in Zhang (2005). In our model, firms that experience low permanent components
of the productivity shocks are value firms. The fixed operating cost and capital adjustment
cost provide a form of operating leverage, making these firms riskier relative to growth firms,
where the adjustment cost is a smaller fraction of firm cash flow.
The key for our model to account for the profitability premium is variable capital
utilization: firms can choose a higher rate of capital utilization at the expense of faster
depreciation. In the presence of capital utilization costs, high profitability firms and growth
firms respond very differently. High profitability firms, knowing that shocks are transitory,
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respond by increasing the rate of capital utilization and not investment. In contrast, growth
firms are those who experience positive shocks in the permanent component of productivity.
Anticipating that the impact of these shocks will persist into the future, they respond by
increasing investment and lowering capital utilization. In our model, the cost of capital
utilization is a form of operating leverage and makes high profitability firms and value firms
riskier.
In summary, value and profitability sorting are determined by the permanent and
transitory components of idiosyncratic productivity shocks in our model. At the aggregate
level, due to firms’ optimal choices of investment and capital utilization, value firms are
endogenously more exposed to aggregate productivity shocks, while high profitability firms
are more sensitive to shocks to the marginal cost of capital utilization.
Our model is set in a general equilibrium framework, while standard production-based
asset pricing models of the cross-section of expected returns typically assume an exogenous
pricing kernel. In a general equilibrium setup, the cross-sectional distribution of firm types
becomes a relevant state variable that determines the properties of the pricing kernel. Because
endogenous investment decisions depend not only on productivity shocks but also on the
property of the pricing kernel, partial equilibrium models cannot account for this equilibrium
feedback mechanism.
The above setting allows us to identify a general equilibrium feedback mechanism where
the composition of firms affects the volatility of the stochastic discount factor and predicts
returns in equilibrium. In the cross-section, value firms and high profitability firms have
higher expected returns than growth firms and low profitability firms, respectively. In our
model, this mechanism also affects the expected returns in aggregate time series. We provide
empirical evidence which is consistent this prediction of our model. We show that the relative
market value of value versus growth firms and the relative market value of high versus low
profitability firms can positively predict future returns.
We calibrate our model to match aggregate moments and examine its ability to explain
the cross-section. Our model closely matches standard macroeconomic quantity dynamics.
It also delivers realistic financial moments, including a high equity premium and a low and
smooth risk-free interest rate. We report four quantitative successes of our model. First, the
model generates a realistic heterogeneity in firm investment policies for value/growth and
high/low profitability sorted portfolios. In our model, the heterogeneity in the permanent
component of firm productivity leads to a significant spread in market-to-book ratios. As a
result, as in the data, market-to-book sorted portfolios exhibit a large dispersion in investment
rates, which depends primarily on the permanent component of productivity. In contrast,
profitability sorted portfolios differ mostly in the transitory component of productivity and
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do not have a significant difference in investment rates.
Second, variable capital utilization provides a resolution for the profitability premium.
Utilizing capital more intensively raises a firm’s current profit, leading to faster capital
depreciation. Under the optimal policy, firms with higher transitory productivity shocks
tend to choose higher utilization rates than firms that experience adverse transitory shocks.
Faster capital depreciation due to higher utilization increases the exposure of profitable firms
to the aggregate utilization cost shock. As a result, high profitability firms are riskier and
require a higher expected return in equilibrium. We show that this utilization channel gives
rise to a significant profitability premium in our calibration.
Third, our model retains the success of standard Q-theory-based models in terms of
generating a realistic value premium. In our model, the adjustment cost constitutes a
form of operating leverage: value firms are typically firms with low permanent productivity.
They disinvest and are heavily affected by adjustment costs. Firms with a high permanent
component of productivity have a higher market-to-book ratio. Their investment becomes a
hedge against aggregate productivity shocks and makes their equity claims less risky.
Fourth, we show that consistent with empirical evidence, double sorting on both the
market-to-book ratio and the profitability ratio makes both the value premium and the
profitability premium more pronounced. In our model, the true state variables that predict
firm-level returns are the permanent and transitory components of productivity. Both
market-to-book ratios and profitability ratios are noisy measures of these fundamental state
variables. Double sorted portfolios provide a more accurate separation of firm types and
exhibit a stronger pattern in expected returns.

Literature review
This paper builds on the large literature on Q-theory-based asset pricing models and the
cross-section of equity returns. Zhang (2005) develops a Q-theory-based asset pricing model
to explain the value premium. Belo, Lin, and Bazdresch (2014) and İmrohoroğlu and Tüzel
(2014) use a similar approach to study the impact of other firm characteristics, such as labor
hiring and firm-level productivity, on the cross-section of equity returns. Donangelo, Gourio,
Kehrig, and Palacios (2019) examine the relation between firm-level labor share and the
cross-section of equity returns. Herskovic, Kind, and Kung (2018) study the low-frequency
comovement between value and size premiums using a standard Q-theory-based asset pricing
model. Kuehn, Simutin, and Wang (2017) explore the connection between firms’ exposures
to labor market conditions and stock returns. Kuehn and Schmid (2014) extend the Q-theory
asset pricing model to study the pricing of corporate bonds. Eisfeldt and Papanikolaou (2013)
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incorporate organizational capital into the Q-theory asset pricing paradigm and investigate
its impact on firms’ stock returns. As pointed out by Novy-Marx (2013), in the above Qtheory-based models, the capital adjustment costs serve as operating leverage and generate a
value premium. However, because high productivity firms are simultaneously high market-tobook and high profitability ratio firms, these models would also imply a negative profitability
premium. In addition, all of the above models are partial equilibrium models that take the
pricing kernel as given, while our model is a general equilibrium one, where the pricing kernel
and firms’ risk exposure are both endogenously determined in equilibrium.1
Several recent papers also study the coexistence of value and profitability premiums. Dou
et al. (2021) develop a model with dynamic strategic competition to explain the profitability
premium. Both Dou et al. (2020) and Kogan et al. (2020) develop equilibrium models where
the value premium and the gross profitability premium coexist. Dou et al. (2020) focus on
how competitiveness affects the heterogeneity of returns across industries but do not explain
the within-industry value and profitability premium. Kogan et al. (2020) emphasize the
importance of variable input as an operating hedge. The economic mechanism in our model
is quite different from both of the above papers. In addition, our general equilibrium setup
allows us to study the feedback mechanism between the cross-section distribution of firms
and the properties of the stochastic discount factor.
Our paper also builds on the previous literature that develops tractable models to study
the cross-section of expected returns in general equilibrium. Gomes et al. (2003) develop an
analytical tractable framework where the cross-section of firm characteristics has a stationary
distribution to study the cross-section of expected returns. Ai and Kiku (2013) develop a
model with balanced growth and long-run risk and use the technique from the firm dynamics
literature (Luttmer (2007)) to solve the aggregate problem. Several works in the production
based asset pricing literature use the Krusell and Smith (1998) method to numerically solve
their models.2 Our aggregation method is different from all of the above. We take advantage
of the homogeneity in firms’ decision problems and summarize the cross-sectional distribution
as a low-dimensional distribution.3 We exploit the analytical expression for the law of motion
of this distribution to solve the model using the local projection method. Our methodology
could potentially be applied to a larger class of models.
Our paper is also related to the literature that emphasizes the importance of variable
1

A different strand of production-based asset pricing models explore the implications of investment-specific
shocks (IST), for example Papanikolaou (2011), Kogan and Papanikolaou (2013), Kogan and Papanikolaou
(2014), and Li (2018). Kogan and Papanikolaou (2012) provide an excellent survey of this literature.
2
Recent works that approximate firm distribution using distributional moments include Favilukis and Lin
(2015), Chen (2018), Bai et al. (2019), and Favilukis et al. (2020).
3
Other papers that use the same technique to reduce the dimensionality of the firm distribution in general
equilibrium setups include Ai and Bhandari (2021), and Tong and Ying (2020).
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capital utilization in understanding business cycle dynamics and asset market valuations.
Greenwood et al. (1988) and Jaimovich and Rebelo (2009) show that variable utilization is
an important ingredient accounting for the positive correlation between consumption and
investment. Garlappi and Song (2017) show that variable utilization plays an important
role in understanding the pricing of investment-specific shocks. Grigoris and Segal (2020)
find that low capital utilization is associated with high equity returns, and such a pattern is
consistent with a standard Q-theory model with variable capital utilization.
The rest of the paper is organized as follows. We first present the empirical evidence of
a two-factor structure of firm level productivity in Section 2. Section 3 develops a general
equilibrium model that embeds a two-factor structure into firm productivity shocks. We
study the asset pricing implications of the model in Section 4 and present our quantitative
results in Section 5. Section 6 concludes.

2

Empirical evidence

In this section, we replicate the profitability premium and its relationship with the value
premium documented by Novy-Marx (2013) and highlight the challenge that they pose for
standard production-based asset pricing models. We also present empirical evidence for a
two-factor structure of firm-level productivity, which motivates our theoretical development.
Detailed data construction can be found in Appendix D.1.

2.1

Value and profitability premiums

Following Novy-Marx (2013), we define gross profitability as revenue minus cost of goods
sold divided by total assets. We construct the market-to-book ratio following Fama and
French (2015) and use standard procedures to sort firms into five portfolios ranked by
their profitability and market-to-book ratios, respectively. Following the convention in this
literature, we call the portfolio with the lowest market-to-book ratio the value portfolio and
the one with the highest market-to-book ratio the growth portfolio.
In Table 1, we report the median of firm characteristics, including market-to-book ratio,
the gross profitability, and total factor productivity for market-to-book sorted portfolios
(panel A) and those for profitability sorted portfolios (panel B). To compute firm-level
productivity, we assume a Cobb-Douglas production function and use the semi-parametric
method of Olley and Pakes (1996) and De Loecker et al. (2020). Table 1 reports the median
of the log TFP for all firms in the same portfolio. Details of the estimation procedure and
construction of variables can be found in Appendix A and D.1.
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We make several observations. First, market-to-book ratio and gross profitability are
highly positively correlated. The portfolios in panel A are sorted on market-to-book ratios,
which increase monotonically from value to growth by construction. At the same time,
the gross profitability is also monotonically increasing from value to growth. Similarly, the
profitability sorted portfolios confirm the same pattern. As shown in panel B of Table 1,
the profitability ratio increases from low to high by construction, while the market-to-book
ratios increase monotonically with the profitability ratio.
Table 1: Firm characteristics
This table compares the median firm characteristics of portfolios sorted by market-to-book (MB) and gross
profitability (GP/A). Panel A and B report the firm characteristics of portfolios sorted by MB and GP/A,
respectively. ln T F P is the log of firm-level productivity. We also report the annualized excess returns of
value-weighted portfolios E[Re ]. The sample period ranges from 1963 to 2020, at an annual frequency.

Panel A: Market-to-book sorted portfolios
Value

2

3

4

Growth

Growth-Value

MB
GP/A
ln T F P

0.588
0.181
-3.990

1.083
0.219
-3.713

1.655
0.278
-3.524

2.683
0.328
-3.319

6.200
0.336
-3.092

5.612
0.155
0.898

E[Re ](%)

10.115

7.707

7.485

7.019

6.856

-3.259

Panel B: Gross profitability sorted portfolios
Low

2

3

4

High

High-Low

MB
GP/A
ln T F P

1.461
0.001
-3.999

1.205
0.136
-3.938

1.478
0.265
-3.721

1.785
0.411
-3.410

2.251
0.670
-3.210

0.790
0.669
0.789

E[Re ](%)

4.700

6.333

5.443

7.275

8.018

3.319

Second, despite the robust positive correlation between the market-to-book ratio and
gross profitability, portfolios formed on these two characteristics show opposite patterns in
returns. In panel A of Table 1, the portfolio returns are monotonically decreasing from the
value to the growth portfolio. This is the well-documented value premium. In contrast, as
documented by Novy-Marx (2013), sorting on the gross profitability produces a monotonic
increasing pattern of average returns from low to high gross profitability, as shown in panel
B.
Third, firm-level productivity is monotonically increasing in market-to-book ratio and
gross profitability. We report the median of firm-level productivity for market-to-book
and gross profitability sorted portfolios in the third row of panel A and B, respectively.
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This comparison highlights the challenge for production-based asset pricing models. The
increasing pattern of estimated TFP with respect to the market-to-book ratio is certainly
consistent with the large literature that builds Q-theory-based asset pricing models where
firm-level heterogeneity is driven by Markov productivity shocks, for example, Zhang (2005),
Belo et al. (2014), İmrohoroğlu and Tüzel (2014), Favilukis and Lin (2015), Li (2018), and
Gomes and Schmid (2021). However, because the firm-level productivity shock is typically the
only source of exogenous variation for firm characteristics, these models would unambiguously
imply a negative profitability premium.
The solution we propose for the above puzzle is that firm-level productivity has a twofactor structure: a permanent component and a transitory component. Market-to-book ratio
sorting primarily selects firms based on the permanent component of productivity shocks,
while the profitability factor loads mainly on the transitory component. In the rest of the
paper, we first provide empirical evidence for the two-factor structure of productivity, then
develop a model in which the two-factor structure translates into differences in expected
returns for market-to-book and profitability sorted portfolios in a general equilibrium setup.

2.2

The two-factor structure of productivity shocks

Cash flow and sales growth rates To motivate a two-factor structure of firm-level
productivity shocks, we first present illustrative evidence for the persistence of the cash
flow growth rates for market-to-book and profitability sorted portfolios. In order to assess
the persistence of the productivity shocks, we keep track of firms and compute their cash flow
and sales growth rates up to five years after portfolio formation for the five market-to-book
ratio sorted portfolios and those for the five gross profitability sorted portfolios. In Figure 1,
we plot the median sales growth rates (top panels) and the median cash flow growth rates
(bottom panels) for the growth and value portfolios (left panels), and do the same for the
high and low gross profitability portfolios (right panels) both at and after portfolio formation.
We see in the left panels of Figure 1 that firms in the growth portfolio have significantly
higher sales and cash flow growth rates at the portfolio formation year (time t), and the
difference persists into the future. The difference in the sales and cash flow growth rates for
growth and value portfolios remains significant after five years of portfolio formation.
High gross profitability firms also have higher sales and cash flow growth rates at the
portfolio formation year, as shown in the right panels of Figure 1. However, in sharp contrast
with the market-to-book ratio sorted portfolios, the difference in the cash flow and sales
growth rates for high and low profitability sorted portfolios completely disappears after one
year.
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Figure 1: Firm characteristics around portfolio formation
This figure reports the median of firm characteristics after portfolio formation year t. The left and right
panels report the firm characteristics around the portfolio formation year of BM and GP/A sorted portfolios,
respectively. The definition of market-to-book and profitability follows Fama and French (2015) and NovyMarx (2013), respectively. The sample starts in 1963 and ends in 2020, at an annual frequency.
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The above evidence is consistent with the hypothesis that the productivity difference
that separates value and growth portfolios is very persistent. In contrast, the productivity
difference for high and low profitability sorted portfolios is rather transitory.
Investment Next, we show that consistent with our two-factor structure hypothesis, both
the growth and high gross profitability portfolios exhibit higher investment rates than the
value and low gross profitability portfolios, respectively. However, the difference in the
investment rate is significantly higher for the market-to-book ratio sorted portfolios than
for the gross profitability sorted portfolios.
In Figure 2, we plot the investment rate (the ratio of investment to total capital stock)
for the five market-to-book sorted portfolios (circles) and the same for the five profitability
sorted portfolios (diamonds).4 Clearly, the investment rate is monotonically increasing from
the low profitability portfolio to the high profitability portfolio. The market-to-book ratio
4

We do not plot a confidence interval for the point estimates, because the large number of firms in each
portfolio means the standard error for the point estimates is close to zero.
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sorted portfolios exhibit the same pattern, the investment rate increases from the value to
the growth portfolio.
Figure 2: Investment rates
This figure presents the median investment rates across market-to-book (MB) and gross profitability (GP/A)
sorted portfolios. The horizontal axis denotes the MB and GP/A sorted portfolios. The sample starts in
1963 and ends in 2020, at an annual frequency.
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2

3

4

5

Portfolios

However, the spread in the investment rate is significantly higher for the market-to-book
sorted portfolios than for the profitability sorted portfolios. Firms in the growth portfolio
have investment rates that are 9% higher than value firms. By comparison, the investment
rate for the high profitability portfolio is 3% lower than that of the growth portfolio. The
ranking of investment rates between the two portfolios switches as we go to the value and
low profitability portfolio on the left. As gross profitability decreases, the investment rate
does too, but the increase in investment rate is much faster for the market-to-book sorted
portfolios. Firms in the value portfolio invest at a much lower rate than firms in the low
profitability portfolio. The above evidence is consistent with a recent paper, Byun et al.
(2019), who document that firm investment responds strongly to permanent shocks but
weakly to temporary shocks.
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The above evidence also supports the hypothesis that the market-to-book sorted portfolios
differ in the persistent component of firm-specific productivity, while profitability sorted
portfolios differ in the transitory component. Because investment decisions are forward
looking, book-to-market sorting produces heterogeneity in the persistent component of
productivity shocks and leads to large differences in investment rates. In contrast, gross
profitability sorting mainly identifies the transitory component of productivity, which has
a much smaller impact on investment rates by comparison because the initial productivity
shock is expected to diminish quickly over time. We confirm the above intuition in the
structural model we develop in Section 3.
Productivity decomposition This section provides a formal statistical decomposition of
the productivity shocks at the firm level to validate our hypothesis of the two-factor structure
of productivity shocks. We demonstrate that the market-to-book sorted portfolios have a
substantially higher spread in terms of the permanent component of productivity shocks. In
contrast, profitability sorted portfolios differ more significantly in the transitory component.
We assume that firm-level productivity has a permanent component, denoted by Xj,t ,
and a transitory component, denoted by Zj,t . The log of firm-level total factor productivity
can be written as ln T F Pj,t = ln Xj,t + ln Zj,t , with
ln Xj,t = µj + ln Xj,t−1 + σX,j εj,t ,

(1)

ln Zj,t = ρZ,j ln Zj,t−1 + σZ,j ηj,t ,

(2)

where εj,t and ηj,t are i.i.d. and follow the standard normal distribution. That is, the
permanent component is modeled as a random walk, and the transitory component is modeled
as an AR(1) process. We follow the procedure of Harvey (1985) to construct the permanent
and transitory components for productivity shocks for each firm. In Appendix A, we provide
a detailed procedure of constructing and decomposing firm-level productivity and a statistical
test for the nonstationarity of the productivity process.
We report our decomposition results for market-to-book sorted portfolios (panel A) and
those for profitability sorted portfolios (panel B) in Table 2. We make three observations.
First, all three measures of productivity, ln T F P , its permanent component, ln X, and the
transitory component, ln Z, are increasing from value to growth and from low to high
profitability portfolios. This pattern is consistent with the intuition that growth firms
have a higher productivity than value firms and high gross profitability firms have higher
productivity than low profitability ones. Second, the market-to-book sorted portfolios exhibit
a substantial difference in the permanent component of productivity. The spread in ln X from
value to growth is 0.77, while the same is significantly smaller, 0.62 ,for gross profitability
11

Table 2: Permanent and transitory component
This table shows the permanent and transitory components of firm-level productivity. We decompose the
firm-level productivity into a permanent and a transitory component, using the unobserved components
method. In the tables ln X denotes the trend component, and ln Z represents the transitory component of
the productivity. The sample starts in 1963 and ends in 2020, at an annual frequency.

Panel A: Market-to-book sorted portfolios
Value
MB
ln T F P
ln X
ln Z

2

3

4

0.588 1.083 1.655 2.683
-3.990 -3.713 -3.524 -3.319
-3.828 -3.618 -3.458 -3.273
-0.024 -0.008 0.000 0.003

Growth

Growth-Value

6.200
-3.092
-3.054
0.009

5.612
0.898
0.774
0.033

Panel B: Gross profitability sorted portfolios
Low
GP/A
ln T F P
ln X
ln Z

2

3

4

0.001 0.136 0.265 0.411
-3.999 -3.938 -3.721 -3.410
-3.807 -3.749 -3.608 -3.358
-0.042 -0.013 -0.005 0.000

High

High-Low

0.670
-3.210
-3.183
0.006

0.669
0.789
0.624
0.048

sorted portfolios. Third, compared to market-to-book sorted portfolios, the profitability
sorted portfolios have a higher spread in terms of the transitory component of productivity
ln Z. The above evidence is consistent with the hypothesis that market-to-book sorting
mainly differentiates firms in terms of the permanent component of their productivity. The
profitability factor loads primarily on the transitory component of firm-level productivity.5

3

Model setup

Motivated by the empirical evidence in the last section, we build a general equilibrium
model where firm-level productivity has a two-factor structure, which includes a transitory
component and a permanent component. Our model provides a unified framework to
study the joint dynamics of macroeconomic quantities and asset prices. Our purpose is
to demonstrate that the model provides a quantitative explanation for the coexistence of the
5

We also perform the decomposition of firm-level productivity using HP filter, the results also suggest that
the market-to-book sorted firms mainly differ with respect to the permanent component, and the profitability
sorted firms mainly differ with respect to the cycle component.
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value and profitability factors and the coexistence of the value and profitability premiums.
Households Time is infinite and discrete. We assume that the representative household
has a recursive preference with risk aversion γ and an intertemporal elasticity of substitution
(IES) ψ, as in Epstein and Zin (1989) :
(
Ut =

(1 −

1− 1
β)Ct ψ

1

ψ
 1−γ  1−
1−γ
+ β Et Ut+1

)

1
1− 1
ψ

,

(3)

where Ut is time-t utility and Ct is time-t consumption. The household receives both labor
and capital income. Households trade equities and a risk-free bond. In every period t, the
household purchases Bt units of the risk-free bond, which pays a risk-free interest rate Rf,t in
the next period. The household can purchase ωj,t shares of the equity of firm j. We denote
Vj,t as the cum-dividend equity price of firm j at time t and Dj,t as the dividend payment of
firm j at time t. We use Wt for the real wage at time t and Lj,t for the household’s labor
supply to firm j. The household budget constraint at time t can be written as
Z
Z
Z
Ct + ωj,t (Vj,t − Dj,t ) dj + Bt = Wt Lj,t dj + Rf,t−1 Bt−1 + ωj,t−1 Vj,t dj,
(4)
where the integration is with respect to all firms in the economy. Hereafter, our convention
is to use boldface for aggregate quantities and regular font for firm-level quantities.
In the recursive equilibrium we construct, Ct and Ut are functions of a vector of state
variables, which we denote as St . We postpone the specification of St and its law of
motion until we introduce the definition of equilibrium later in the section. Under recursive
preference, the stochastic discount factor that prices one unit of consumption goods paid
at period t + 1 (at state St+1 ) into period t (at state St )−consumption numeraire can be
constructed from the household’s intertemporal marginal rate of substitution:

Mt+1 (St+1 |St ) = β

C(St+1 )
C(St )

− ψ1 

U(St+1 )1−γ
Et [U(St+1 )1−γ ]

 1/ψ−γ
1−γ
.

(5)

To save notation, we will denote Mt+1 (St+1 |St ) as Mt+1 below.
Production function At time t, firm j produces output Yj,t from capital Kj,t and labor
Lj,t using a Cobb-Douglas production function of the following form:

α
Yj,t = A1−αν
(Xj,t · Zj,t )1−v (uj,t Kj,t )ν L1−α
t
j,t ,
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(6)

where 1 − α is labor share and ν is the span of control parameter, as in Atkeson and Kehoe
(2005). To allow for variable capital utilization, we denote uj,t as the utilization rate of
physical capital. In the above equation, At is the aggregate productivity, and Xj,t · Zj,t is
firm-specific productivity. To model a two-factor structure of productivity shock, we let Xj,t
be the permanent component and Zj,t be the transitory component. The law of motions of
Xj,t and Zj,t follow equation (1) and (2) respectively. For parsimony, in the model, we assume
that the parameters for these stochastic processes µj , σX,j , ρZ,j , and σZ,j are common across
all firms and denote them as µ, σX , ρZ , and σZ , respectively. In addition, we assume that
the aggregate productivity follows:
ln At+1 − ln At = µA + ζt ,
where ζt = ρζ ζt−1 + εζt is an AR(1) process and εζt is a normally distributed shock, i.i.d. over
time.
Variable capital utilization As argued by Novy-Marx (2013), in the data, value and
profitability factors have weak and negative correlations and are likely proxies for different
sources of aggregate risk. To account for this fact, we introduce a second aggregate shock,
shocks to capital depreciation. Let Ij,t denote firm j’s investment at time t. The law of
motion of firm j’s capital accumulation follows

Kj,t+1 = 1 − δ(uj,t , θt+1 ) Kj,t + Ij,t ,

(7)

where δ(uj,t , θt+1 ) is the capital depreciation rate that depends on the last-period utilization
rate uj,t as well as an aggregate shock, θt+1 , which is modeled as a Markov process.6 We
assume a constant elasticity capital depreciation function as in the variable capital utilization
literature, such as Greenwood et al. (1988), Jaimovich and Rebelo (2009), Garlappi and Song
(2017), and Grigoris and Segal (2020):

δ (uj,t , θt+1 ) = δk + θt+1

u1+λ
j,t − 1
,
1+λ

(8)

where λ > 0 is the curvature parameter for the depreciation rate function, δk is the level
parameter that determines the depreciation rate at the deterministic steady state, and θt+1
is an aggregate shock that affects the depreciate rate of all firms. In the above equation,
the δ(u, θ) function is increasing and convex with respect to u: a more intensive usage
6

Other papers that emphasize the importance of capital depreciation shocks include Gertler and Kiyotaki
(2010), Gertler and Karadi (2011), Kozlowski et al. (2018), and in continuous-time setups, He and
Krishnamurthy (2013) and Brunnermeier and Sannikov (2014).
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of capital this period accelerates its depreciation and lowers capital accumulation in the
following period. Firms choose capital utilization rates to trade off current-period production
versus depreciation in the next period.
It is clear from equation (8) that firms with high utilization rates are more sensitive to
depreciation rate shocks. As we will show later in this section, while the value factor loads
heavily on the aggregate productivity shock, the profitability factor mainly reflects firms’
exposure with respect to depreciation shocks. The coexistence of productivity shocks At and
depreciation shocks θt allows our model to distinguish the value factor from the profitability
factor and jointly explain the value and profitability premiums.
Firms’ problem We focus on the recursive equilibrium where profit maximization can be
written as a dynamic programming problem. An individual firm is identified by a vector of
firm-specific state variables, (K, X, Z). Let K×X×Z be the state space of firm characteristics,
and let Γ be a density on K × X × Z that describes the cross-sectional distribution of firms.
Let S = (A, θ, Γ) be the vector of aggregate state variables, including the current-period
productivity, depreciation shocks, and the distribution of firm-level state variables. In the
recursive equilibrium, St summarizes aggregate states and determines equilibrium prices
through market clearing conditions. At time t, taking the law of motion of aggregate state
variables as given, firm j chooses the dividend payout, Dj,t , investment, Ij,t , and capital
utilization rate, uj,t , to maximize its cum-dividend value:
V (Kj,t , Zj,t , Xj,t ; St ) =

max

Ij,t ,uj,t ,Dj,t

Dj,t + E [Mt+1 V (Kj,t+1 , Xj,t+1 , Zj,t+1 ; St+1 )|Xj,t , Zj,t , St ] ,
(9)

subject to the following budget constraint;
Dj,t + Ij,t + H(Ij,t , Kj,t ) ≤ Π(Kj,t , Zj,t , Xj,t ; St kuj,t ),

(10)

and capital accumulation equation (7). Investment entails a standard convex adjustment
I
cost that takes a quadratic form, H(Ij,t , Kj,t ) = h2 ( Kj,t
− δ)2 Kj,t
j,t
In equation (9), Firm j’s profit at time t, Π(Kj,t , Zj,t , Xj,t ; St kuj,t ), is given by

α
7
Π (Kj,t , Zj,t , Xj,t ; St kuj,t ) = max A1−αν
(Xj,t Zj,t )1−ν (uj,t Kj,t )ν L1−α
t
j,t − Wt Lj,t .
Lj,t

(11)

It is convenient to simplify equation (11) by maximizing out labor and using the labor market
7
We use the notation (·kuj,t ) to emphasize that profit at time t depends not only on time-t state variables,
but also on the choice variable uj,t .
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clearing condition

R

Lj,t dj = 1 to obtain the expression for optimal labor input at firm j:
Lj,t = R

(Xj,t Zj,t )1−ν (uj,t Kj,t )ν
.
(Xi,t Zi,t )1−ν (ui,t Ki,t )ν di

(12)

Taking advantage of the constant income share property of the Cobb-Douglas production
function, we can write firm j’s output as


1−ν
ν
(X
Z
)
(u
K
)
Y (Kj,t , Zj,t , Xj,t ; St kuj,t ) = At A−ν
j,t
j,t
j,t
j,t
t

Z

1−ν
A−ν
(ui,t Ki,t )ν di
t (Xi,t Zi,t )

α−1

(13)
and the operating profit function as
Π(Kj,t , Zj,t , Xj,t ; St kuj,t ) = αY (Kj,t , Zj,t , Xj,t ; St kuj,t ).

(14)

Let u(K, Z, X; S) be the policy function for capital utilization and define Ψ(S) as
−ν

Ψ(S) = A

Z

1−ν

(XZ)


(u (K, Z, X; S) K) dΓ (K, Z, X) .
ν

(15)

We can conveniently write the profit function as
Π(K, Z, X; Sku) = α(AXZ)1−ν (uK)ν Ψ(S)α−1 .

(16)

Using this notation, it is straightforward to integrate across all firms and compute aggregate
output as
Z
Yt = Yj,t dj = At Ψ(St )α .
(17)
Intuitively, the aggregate production function is Cobb-Douglas, and Ψ(St ) is the productivityadjusted capital stock of the economy.8 In Appendix C, we develop an expression for Ψ(St )
that depends on the cross-sectional joint distribution of productivity and capital.
Entry, exit, and the dynamics of firm distribution At the end of each period t,
after dividend payout and investment, incumbent firms receive a random death shock with
probability κD and exit the economy. Upon receiving the death shock, the firm exits the
economy, and its capital stock evaporates.
At the same time, a measure κD fraction of new firms come into existence with initial
8

Intuitively, our model has capital misallocation (Hsieh and Klenow (2009)) due to the presence of
adjustment cost. Ψ(St ) accounts for capital misallocation. In the absense of capital misallocation, Ψ(St ) is
proportional to the aggregate capital stock of the economy.
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,


productivity Z̄, X̄ . The assumption on the entrance measure κD is a normalization that
ensures that the total measure of firms in the economy is 1 at all times. Newborn firms start
to produce one period after they enter the economy. As a result, let j be a new entrant firm
at time t, the representative agent optimally choose the amount of initial capital K̄j,t to solve
the following optimization problem:


V̄ (St ) = max −K̄j,t − H̄(K̄j,t ) + (1 − κD )E Mt+1 V (K̄j,t , Zj,t+1 , Xj,t+1 ; St+1 )|X̄, Z̄, St . (18)
K̄j,t

Let K̄(St ) be the policy function of the above optimization problem. Here, setting up a new
firm requires a convex entry cost H̄(K̄j,t ). With a probability of (1−κD ), new entrants survive
to the next period. Conditioning on survival, new entrants carry K̄j,t = K̄(St ) amount of
capital to the next period and become an incumbent firm to produce output.
The entry and exit dynamics described above allow us to derive a law of motion for the
density of the distribution of firm-level state variables, Γt . At time t, firm type is described
by a vector of firm-specific state variables (Kt , Xt , Zt ). Let I (K, Z, X; S) and u (K, Z, X; S)
be the policy function of incumbent firms. The law of motion of Kt is given by:
Kt+1 = [1 − δ (u(Kt , Xt , Zt ; St ), θt+1 )] Kt + I (Kt , Zt , Xt ; St ) .

(19)

In addition, consistent with our empirical specifications (1) and (2), we write the law of
motion of the exogenous productivity shocks Xt and Zt as
ln Xt+1 = µ + ln Xt + σX εt+1 ,
ln Zt+1 = ρZ ln Zt + σZ ηt+1 .

(20)

Given the current aggregate state St and the realization of next period shock θt+1 , for
any Kt+1 , let IKt+1 (Kt , Xt , Zt |St , θt+1 ) be the indicator function on the state space K × X × Z
that takes a value of 1 if (Kt , Xt , Zt ) is such that equation (19) holds. Let ĪKt+1 (St ) be the
indicator function that takes a value of 1 if K̄ (St ) = Kt+1 . The law of motion of Γ can be
written as follows. For any (Kt+1 , Xt+1 , Zt+1 ) ∈ K × X × Z
Γt+1 (K 0 , X 0 , Z 0 )
 


Z
ln Z 0 − ρz ln Z
ln X 0 − µ − ln X
·φ
· Γt (K, X, Z)dKdXdZ
=(1 − κD ) IK 0 (K, X, Z|St , θt+1 )φ
σx
σz
 


ln Z 0 − ρz ln Z̄
ln X 0 − µ − ln X̄
+ κD ĪK 0 (St )φ
φ
,
σx
σz
(21)
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where φ is the density of the standard normal distribution. The above law of motion has
an intuitive interpretation. Γt+1 (K 0 , X 0 , Z 0 ) is the density of firms at location (K 0 , X 0 , Z 0 ) in
period t + 1. They can come from either incumbent firms or new entrants. The first line in
(21) accounts for the incumbent firms: if an incumbent firm is such that equation (19) holds
0
with Kt+1
, the indicator
 0 function
 is 1, Γt (K, X, Z) is the density of such firms in period
 =K
ln Z −ρz ln Z
ln X 0 −µ−ln X
·φ
is the probability for such firms to reach (X 0 , Z 0 ). The
t, and φ
σx
σz
second line which accounts for new entrants can be interpreted similarly.
Recursive competitive equilibrium A recursive competitive equilibrium consists of:
• A value function for the representative household’s utility, U(S), and the associated
consumption policy function, C(S),
• A value function for incumbent firms, V (K, Z, X; S), and the associated policy
functions, I(K, Z, X; S) and u(K, Z, X; S),
• A value function for new firms, V̄ (S), and the associated policy function, K̄(S),
• A stochastic discount factor, M (S 0 |S), and
• A law of motion of the distribution of firms, Γ,
such that the following conditions are met:
1. given the equilibrium stochastic discount factor and the law of motion of Γ, the value
function V (K, Z, X; S) and the policy functions, I(K, Z, X; S) and u(K, Z, X; S), solve
the profit maximization problem for incumbent firms, (9),
2. the value function V̄ (S) and the policy function K̄(S) solve the profit maximization
problem for new entrants, (18),
3. the equilibrium SDF is consistent with household consumption, (5),
4. the law of motion of Γ is consistent with firms’ optimal policies, (21), and
5. goods market clears, that is, ∀S,
Z 

C(S) +
I(K, Z, X; S) + H(I(K, Z, X; S), K) Γ(K, Z, X)dKdZdX + K̄(S) + H̄(K̄(S))
Z
h
iα
1−αν
ν ν
1−ν
= A
u(K, Z, X; S) K (ZX)
Γ(K, Z, X)dKdZdX,
(22)
and,
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6. labor market clears.9

4

Asset pricing implications

We provide a summary of the main asset pricing implications of our model, which serves as
a road map for the rest of the paper.
A1 The market-to-book ratio and the gross profitability are both increasing functions of X
and Z. However, quantitatively, firms’ market-to-book ratio is primarily determined
by the permanent component, X, and the transitory component Z mainly determines
the gross profitability.
A2 While firm-level cash flow responds positively to both X and Z, the impulse responses
with respect to X are much more persistent than those with respect to Z.
A3 The firm investment rate is increasing in X, and the capital utilization rate is increasing
in Z.
A4 The equity value of high-X firms is less sensitive to productivity shocks At than the
equity value of low-X firms. The equity value of high-Z firms is more exposed to
capital depreciation shocks θt than that of low-Z firms.
Taken together, the above asset pricing implications provide an explanation for the coexistence of the value and profitability premiums and the empirical evidence we document in
Section 2. In the rest of this section, we use equilibrium conditions to explain the intuition for
the above results. In Section 5, we calibrate our model and assess the quantitative importance
of the proposed economic mechanisms.
Market-to-book ratio and investment In this section, we use firms’ optimality
condition with respect to investment to provide an explanation for implications A1 and
A3 above. To simplify our analysis, we first note that under the assumption that the growth
rates of aggregate productivity shocks are i.i.d., the firm’s value function and policy functions
satisfy a homogeneity property. To understand the homogeneity property, note that equation
K
(16) implies that if we define kj,t = At Xj,tj,t , then the output function can be written as
Y (K, Z, X; Sku) = A(XZ)1−ν (uk)ν Ψ(S)α−1 and is homogeneous of degree 1 with respect to
AX.
9

To simplify equilibrium conditions, we have imposed labor market clearing to derive the optimal labor
allocation equation (12).
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In Appendix C, we use this homogeneity property to further show that the recursive
equilibrium defined in the last section can be constructed using pricing and policy functions
defined on a lower dimensional space. Under this construction, the cross-sectional distribution
of firm types can be summarized by a measure defined on the space of (k, Z), which we denote
as a summary measure m. In addition, under this construction, Ψ(S) defined in equation
(15) is only a function of m, which, with a bit of an abuse of notation, we will denote as
Ψ(m). This allows us to write the output function as Y (K, Z, X; Sku) = AXy(Z, k, m||u),
where y(Z, k, m||u) = Z 1−ν (uk)ν Ψ(m)α−1 is the productivity-normalized value of output.
The value function and policy functions satisfy a similar homogeneity property, which we
summarize in the following proposition.
Proposition 1. (Homogeneity)
The value function and policy functions for the firm maximization problem satisfy the
following homogeneity property:
V (Kj,t , Zj,t , Xj,t ; St ) = At Xj,t v (kj,t , Zj,t ; mt ) ,
I (Kj,t , Zj,t , Xj,t ; St ) = At Xj,t i (kj,t , Zj,t ; mt ) ,

(23)

D (Kj,t , Zj,t , Xj,t ; St ) = At Xj,t d (kj,t , Zj,t ; mt ) ,
for some normalized value functions and policy functions, v, i, and d defined on a lower
dimensional space. The definition and the the law of motion of the summary measure m are
given in Appendix C.
Proof. See Appendix B.
The above proposition implies that in the cross-section, firm type can be described by two
state variables, kj,t and Zj,t . As will soon be clear, quantitatively, the market-to-book ratio
is primarily determined by the normalized capital kj,t , and the gross profitability depends
mainly on the state variable Zj,t . Firms with high k have accumulated a high level of capital
stock relative to the permanent component of their productivity and are high book-to-market
ratio firms. Firms with high transitory component of productivity Z have a high profitability
ratio.
The homogeneity property summarized in the above proposition is also important for
numerically solving the model, as it reduces the dimensionality of the value and policy
functions. It also allows us to summarize the cross-section distribution of firms with a lower
dimensional measure that can be computed efficiently using local approximations.
Because the adjustment cost function H (I, K) is constant returns to scale, we write





∂
h KI K = h KI − h0 KI KI
H (I, K) = h KI K. To save notation, we denote hK KI = ∂K
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as the partial derivative of the adjustment cost function with respect to capital. In addition,
we denote Mt,t+s = Πsτ =1
Mt+τ as the s-period-ahead
pricing kernel at date t. We also define

Qs−1 
s
β̂t,t+s = (1 − κD ) τ =1 1 − δ(ut+τ , θt+τ +1 ) as the effective depreciation rate of capital from
period t to period t + s. The following proposition is the standard Q-theory relationship
between the investment rate and the discounted value of the marginal product of capital.
Proposition 2. (Q-theory of investment)
The optimal investment-to-capital ratio satisfies
∞
∞
 
hX
hX
 I i

Yt+s i
t+s
0 It
1+h
= Et
Mt,t+s β̂t,t+s αν
− Et
Mt,t+s β̂t,t+s hK
,
Kt
Kt+s
Kt+s
s=1
s=1

(24)

where to save notation, we suppress the firm subscript j.
The equilibrium market-to-book ratio for firm j at time t satisfies
∞

 I 
hX
Vt − Dt 
Πt+s i
t
= 1 + h0
.
+ (1 − ν)Et
(1 − κD )s Mt,t+s
Kt+1
Kt
K
t+1
s=1

(25)

Proof. See Appendix B.
Equation (24) is the first-order optimality condition with respect to investment. The lefthand side is the marginal cost of investment. The right-hand side is the marginal benefit,
which equals the present value of the future marginal product of capital plus the savings
in adjustment cost due to an additional unit of investment. Note that in our model, the
production function is Cobb-Douglas with decreasing returns to scale. As a result, factor
income is a constant share of output, with labor share 1 − α, capital share αν, and profit
share α(1 − ν). As a result, in equation (24), the marginal product of capital is proportional
to its average product, with a factor of αν, which is the share of capital income in total
output.
Equation (25) relates the average Q or the market-to-book value of a firm to the present
value of its future profit. In our model, Vt is the cum-dividend value of the firm at time t.
The left-hand side of equation (25) is the ex-dividend value of the firm divided by its total
capital stock, Kt+1 , or equivalently, the market value of the firm divided by its book value.
It is well known that with constant returns to scale, average Q should equal marginal Q. In
our model, the production technology is decreasing returns to scale, average Q in equation
(25) exceeds marginal Q in equation (24), as average Q includes profit share, but marginal Q
does not. It is clear from equation (25) that the average Q equals marginal Q plus the share
of profit accrued to one unit of capital, where the share of profit in total revenue is 1 − ν.
Quantitatively, however, the difference between marginal Q and average Q in our model is
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not very large. As ν is close to one, the profit share is fairly small in our calibration.
As we remark in asset pricing implication A1, quantitatively, the firm-level market-tobook ratio is mainly affected by the permanent component of productivity shock X and not
the transitory component Z. A positive shock to both X and Z raises future productivity.
Because of adjustment cost, increases in investment do not completely offset the impact of
productivity shocks on the marginal product of capital. As a result, both marginal Q and
average Q rise. However, the impact of X is long-lasting, while that of Z is transitory.
To illustrate the difference between X and Z on firm investment and the market-to-book
ratio, we plot the market-to-book ratio and the investment rate ( KI ) as functions of the state
variable k for three values of Z in Figure 3.
Figure 3: Investment and market-to-book ratio
This figure plots firms’ optimal policy for the investment rate and market-to-book ratio, as functions of
normalized firm-level capital k and transitory productivity Z, at the deterministic steady state. We define
K
. The solid black, dashed blue, and dotted red lines denote firms
the normalized firm-level capital as k = AX
with low, medium, and high levels of transitory productivity Z, respectively.
Market-to-book ratio
2.5

2

1.5

1
0.2

0.4

0.6

0.8

1

1.2

1.4

1.6

1.8

2

Investment rate
0.3
Low Z
Medium Z
High Z

0.25
0.2
0.15
0.1
0.05
0.2

0.4

0.6

0.8

1

1.2

1.4

1.6

1.8

2

K
In our formulation, k = AX
. Hence, the level of permanent productivity shock X is
inversely related to the state variable k. It is clear from Figure 3 that the investment rate
and the market-to-book ratio are increasing in both X and Z. Note that the differences in
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the investment rate and the market-to-book ratio are much more pronounced across k than
those for different values of Z.
In our model, individual firm characteristics are summarized by two state variables, k
and Z. Because the impact of Z on the market-to-book ratio is relatively small, sorting firms
on the market-to-book ratio separates them primarily along the k dimension. Intuitively,
high-k firms have a large capital stock but a relatively low level of the permanent component
of productivity. They are on the right of the state space in Figure 3 and have a significantly
lower investment rate than firms with a high market-to-book ratio, or growth firms. This
feature of our model is, therefore, consistent with the evidence in Figure 2, where marketto-book sorted portfolios differ significantly in terms of their investment rate. In contrast,
sorting on profitability ratio primarily separates firms along the Z dimension. Because in
our model, the transitory shocks Z are larger in magnitude than the permanent shocks X.
To illustrate asset pricing implications A2 and A3, we plot the impulse response functions
of a median firm’s normalized operating profit or cash flow, y(Z, k, m), with respect to a onestandard-deviation shock to X (solid black line) and that with respect to a one-standarddeviation shock to Z (dotted red line), respectively, in the top panel of Figure 4. In the
bottom panel, we plot the impulse response functions of the same firm’s investment rate
with respect to X and Z shocks. The horizontal axis is the number of years after the initial
shock, and the vertical axis is the percentage deviation from the steady state. All parameters
are chosen the same as those in the calibration we present in Table 3 of Section 5.1.10
Asset pricing implication A2 states that the impulse response of firm cash flow with
respect to the permanent shock X is long-lasting, while that with respect to Z is transitory.
This is due to the difference in the persistence in these shocks, which is highlighted in the top
panel of Figure 4. As in the data, the transitory shock Z has a larger conditional volatility
than X but a lower persistence. As a result, the firm operating profit responds strongly to
shocks to Z contemporaneously. However, due to the lack of persistence, this effect diminishes
quickly over time. The effect of the permanent productivity shock, although smaller upon
impact, is much more persistent. This pattern of our model is thus consistent with the
empirical evidence in Figure 1 on the pattern of cash flow growth rates for market-to-book
and profitability sorted portfolios.
The bottom panel of 4 illustrates the intuition for investment in asset pricing implication
A3. Clearly, both shocks raise the level of the investment rate. Despite the higher conditional
volatility in Z, however, the impulse response of the investment rate with respect to X is
much more prominent and persistent. Investment decisions are forward-looking. Because
10

Note that the impulse response function depends on the firm-level state variable (Z, X). In Figure 4, we
choose both X and Z to be their medians.
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Figure 4: Impulse response functions for transitory and permanent shocks
This figure compares the impulse response of the firm’s investment rate and operating profit to positive shocks
to transitory productivity Z and permanent productivity X while shutting down aggregate uncertainty. The
size of both shocks is assumed to be one standard deviation above their steady-state values, respectively.
Both shocks impact the firm at time t + 1. The x-axis denotes simulation time, and the y-axis denotes the
log deviation from the steady state.
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X shocks are permanent, they are expected to affect the marginal product of capital for a
long period. As a result, investment has a strong contemporaneous response. In addition,
due to the presence of adjustment costs, the impact of the permanent productivity shock
on investment persists into the future. In contrast, despite the large shock to the transitory
component Z, investment has only a moderate contemporaneous response, and the effect
quickly diminishes after one year.
Capital utilization and profitability In this section, we discuss the optimality condition
with respect to capital utilization and the intuition for related asset pricing implications. A
=
firm’s profitability ratio, that is, gross profit divided by capital, is given by Π(K,Z,X;S)
K
y(Z,k,m)
α k
= Z 1−ν uν k ν−1 Ψ(m)α−1 . Clearly, the profitability ratio in our model is an increasing
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K
function of Z. It is also increasing in X, because k = AX
is inversely related to X.
Quantitatively, however, because the conditional volatility of Z in our model is much larger
than the conditional volatility of X, heterogeneity in gross profitability in the cross-section
is primarily driven by differences in the transitory component of productivity Z.

Figure 5: Utilization and profitability
This picture plots firms’ optimal policy for capital utilization and the gross profitability, as functions of
normalized firm size k and transitory productivity Z, at the deterministic steady state. We define the
K
. The dashed, dotted, and solid lines denote firms with low, medium,
normalized firm-level capital as k = AX
and high transitory productivity Z.
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To illustrate the dependence of the profitability ratio on state variables, in Figure 5, we
plot the gross profitability ratio (top panel) and the policy function of capital utilization rate
(bottom panel) as functions of normalized capital stock, k, for three levels of productivity
Z. As shown in the top panel of the figure, the difference in the gross profitability ratio is
quite substantial across different levels of Z, but almost flat across different levels of k. These
patterns imply that qualitatively, profitability is an increasing function of both X and Z in
our model. However, quantitatively, profitability is primarily driven by state variable Z and
not k. This is in sharp contrast with the pattern of the market-to-book ratio in Figure 3,
where the heterogeneity mainly comes from k.
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The top panels of Figures 3 and 5 together confirm asset pricing implication A1. That is,
sorting on the market-to-book ratio identifies the heterogeneity in the permanent component
of productivity X, and sorting on the gross profitability identifies the transitory component
of productivity Z.
Asset pricing implication 3 states that while investment responds strongly to the
permanent component of productivity shock X and weakly to the transitory component
Z, capital utilization increases sharply with Z but responds weakly and even negatively to
X. To understand this point, we first state a proposition about the optimality condition for
capital utilization.
Proposition 3. The optimal utilization policy is given by
u1+λ
=
t

νΠt
,
(1 − κD )E[Mt+1 θt+1 q̃t+1 ]

(26)

where q̃t+1 is defined recursively in equation (B8) in Appendix B.
In our model, a higher utilization rate increases current-period output at the expense of
faster capital depreciation. Firms choose the capital utilization rate optimally to balance the
cost and benefit. The numerator of equation (26) is the current period capital income (which
is a constant fraction of output) and therefore captures the marginal benefit of utilization.
The denominator is the marginal benefit of saving an additional unit of capital: it is the
present value of the marginal benefit of investment in the next period. The variable q̃t+1
is the marginal value of capital at the beginning of period t + 1 before depreciation (See
equation equation (B8)). The term E[Mt+1 θt+1 q̃t+1 ] includes θt+1 , because the cost of capital
utilization depends on the depreciation rate in the next period, which is a function of θt+1 .
Proposition 3 is intuitive. The capital utilization rate is increasing in the current-period
profit but decreasing in the present value of the marginal benefit of investment. An increase
in Z raises both the current-period output (the numerator) and the marginal benefit of
investment (the denominator). As we explained above, the impact of Z on the market-tobook ratio is minimal due to the lack of persistence. However, its impact on the current-period
output is substantial due to its large magnitude. In the bottom panel of Figure 5, we plot
the optimal utilization rate as functions of k for different levels of Z. It clearly demonstrates
that the optimal utilization rate is strongly increasing in Z but is almost flat in X. Taken
together, the bottom panels of Figures 3 and 5 confirm asset pricing implication A3, that
is, investment rates increase strongly in the permanent component of productivity X. At
the same time, capital utilization is much more sensitive to the transitory component of
productivity shock Z.
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Value and profitability premiums The two-factor productivity structure allows us to
distinguish value/growth from profitability sorted firms. In our model, sorting on the marketto-book ratio distinguishes firms in terms of the permanent component of productivity and
identifies the state variable k. Sorting on profitability distinguishes firms in terms of the
transitory component of productivity and identifies the state variable Z. Therefore, the
above mechanisms distinguish the value factor and profitability factor as characteristics that
capture different aspects of firm-level fundamentals. In this section, we discuss asset pricing
implication A4 of our model by focusing on the relationship between k and Z and expected
returns, and the coexistence of the value and profitability premiums.
First, risk exposure to capital depreciation shocks is increasing in Z, generating a
profitability premium in our model. From equation (7), we see that capital depreciation
is a negative cash flow to firms and constitutes a form of operating leverage. As we
explained earlier, high-Z firms have higher capital utilization and, therefore, a faster capital
depreciation rate. A positive depreciation shock to θ is a negative shock to the economy as it
depletes the total capital stock. These shocks have a more significant impact on high-Z firms,
as they have larger capital depreciation. Low-Z firms, by contrast, are much less affected by
depreciation shocks due to their low capital utilization and depreciation rate. As a result,
the profitability premium in our model arises because the profitability ratio is increasing in
Z.
Note that the state variable k has very little impact on the optimal capital utilization
rate, as shown in the bottom panel of Figure 5. This is because an increase in the permanent
component of productivity X has two offsetting effects. It increases the current-period
productivity and encourages capital utilization on the one hand and raises expected future
productivity, and creates an incentive to save on capital utilization and lower depreciation
on the other hand. As a result, firms in different book-to-market ratio sorted portfolios have
little difference in the capital utilization rate and little difference in their exposure to capital
depreciation shocks.
Next, risk exposure to aggregate productivity shocks is increasing in k, generating a value
K
premium. Recall that k = AX
. As a result, in our model, high-k firms have a low level of
permanent productivity shock, X, and are low market-to-book ratio firms. The mechanism
for a higher risk exposure with respect to aggregate productivity shock At is similar to that in
Zhang (2005): the presence of a convex adjustment cost provides a mechanism of operating
leverage. The capital adjustment cost constitutes a higher fraction of the cash flow for firms
with low levels of permanent productivity shock, therefore, higher operating leverage. As
a result, low permanent productivity firms are more exposed to aggregate TFP shocks and
require a higher expected return in equilibrium. We now turn to the quantitative implications
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of our model.
The above operating leverage channel is also present for firms with different levels of Z.
As a result, low-Z firms, which are low profitability firms, also have higher operating leverage
with respect to aggregate TFP shocks for the same reason. The combination of adjustment
cost of investment and TFP shocks dampens the profitability premium. This is the main
challenge raised by Novy-Marx (2013) for Q-theory-based asset pricing models. However,
quantitatively, this mechanism is not strong enough to completely offset the profitability
premium. As shown in Figure 3, the dispersion in investment rates is much higher along
the k dimension than the Z dimension. Because adjustment cost is a function of investment
rate, the operating leverage coming from the investment channel is more pronounced across
book-to-market sorted portfolios than across profitability sorted portfolios. In addition, as we
demonstrate in the next section, this offsetting mechanism also allows our model to capture
the empirical fact that double sorted portfolios have a more significant profitability premium
than single sorted portfolios.

5

Quantitative results

In this section, we calibrate our model and evaluate its ability to jointly account for the crosssection of investment dynamics and expected returns. The general equilibrium setup allows
us to calibrate the model parameters to match aggregate moments and evaluate its ability to
explain the patterns of the cross-section of investment dynamics and the coexistence of the
value and profitability premium, as we documented in Section 2.
In our model, the distribution of firms summarized by the measure m is an aggregate state
variable that affects firm investment decisions and stock market valuation. The traditional
approach for solving general equilibrium models with heterogeneous firms is Krusell and
Smith (1998), where the distribution is summarized by a small set of moments, and the
law of the motion of the moments is simulated. We take a different approach to provide a
more accurate approximation for the law of motion of this distribution. In Appendix C, we
show that the law of motion of the summary measure m can be characterized analytically.
This summary measure allows us to discretize this distribution using a high-dimensional
vector. More importantly, it allows us to use a local approximation method to solve the
model numerically. By approximating the distribution using a high-dimensional vector, our
approach can more accurately account for the general equilibrium impact of time-varying
distribution. This is important for several quantitative implications of our model.11
11

We use the Dynare to solve our model with third-order approximation.
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5.1

Calibration

We calibrate the parameters of our model to match aggregate macroeconomic quantity
dynamics whenever possible. Macroeconomic variables are obtained from the Federal Reserve
Bank of St. Louis. The sample period is from 1963 to 2020, at an annual frequency.
Real output is GDP divided by the GDP deflator. Consumption is personal consumption
expenditures divided by CPI. Real investment is defined as the private nonresidential
investment divided by the investment goods deflator. Real aggregate capital is the private
nonresidential fixed assets deflated by the investment goods deflator.
Table 3: Calibration

Time discount rate
Relative risk aversion
IES

β
γ
ψ

0.975
16
1.5

Capital share in production
Span of control parameter
Depreciation rate constant
Curvature of depreciation rate
Capital adj. cost paramter

α
ν
δk
λ
η

0.3
0.85
0.1
0.255
2.5

Mean productivity growth rate
Persistence of long-run risks
Volatility of long-run risks
Mean depreciation shock
Persistence of depreciation shock
Volatility of depreciation shock

µA
ρζ
σζ
µθ
ρθ
σθ

0.015
0.988
0.002
0.23
0.11
0.75

Mean of idio. permanent productivity shock
Volatility of idio. permanent productivity shock
Persistent of idio. transitory productivity shock
Volatility of idio. transitory productivity shock
Exit probability
Initial productivity

µX
σX
ρZ
σZ
κD
X0

-0.02
0.2
0.15
0.8
0.1
1

We calibrate our model at an annual frequency and present the parameters in Table
3. The first group is related to preference. We choose a risk aversion of γ = 16 and an
intertemporal elasticity of ψ = 1.5 in line with the long-run risk literature. We set the time
discount factor β = 0.975 so that together with a growth rate of 1.5% per year at the steady
state, our model produces a risk-free interest rate of 2.50% per year, consistent with the data.
29

The second group of parameters are production technology parameters. We set the capital
share parameter α to 0.3 to match the average capital share in the U.S. economy. The span
of control parameter ν is set to 0.85, which is broadly consistent with its estimates in the
literature, for example, Atkeson and Kehoe (2005). We set the average depreciation rate of
capital, δk = 10% per year following the RBC literature (Kydland and Prescott (1982)). We
set the curvature of the variable capital utilization function λ = 0.255 so that together with
the calibrated stochastic process of θt , our model produces the volatility of capital utilization
rate of about 5% per year, which is consistent with the volatility of capacity utilization rate
in the data. We set the adjustment cost parameter η = 2.5 to match the ratio of the volatility
of aggregate investment to the volatility of output. Our value of investment adjustment cost
parameter is consistent with the estimations in Cooper and Haltiwanger (2006) and David
and Venkateswaran (2019)
The third group of parameters are related to aggregate shocks. We follow Croce (2014)
and assume that the aggregate productivity At follows the stochastic process:
ln At+1 − ln At = µA + ζt ,
ζt = ρζ ζt−1 + εζt ,
where εζt follow normal distributions with zero mean and standard deviation σζ . We set the
growth rate µA = 1.5% to match the average growth rate of the U.S. economy in our sample.
As in Croce (2014), we set the persistence of ζt , ρζ = 0.988 and the standard deviation
σζ = 0.2%.
We assume the aggregate depreciation shock follows an autoregressive process,
ln θt − ln µθ = ρθ (ln θt−1 − ln µθ ) + εθt ,
where ρθ is the persistence, µθ is the steady state level of depreciation shock. To calibrate
these parameter values, we first impute the time-series of aggregate capital depreciation and
capital utilization from the data. In our model, the law of motion of aggregate capital stock
is given by:
Z
Z
Z
Z
Kj,t+1 dj =

Kj,t dj −

δ(uj,t , θt+1 )Kj,t dj +

Ij,t dj.

(27)

Given the time-series of aggregate capital stock and aggregate investment, the above equation
allows us back out the time-series of aggregate capital depreciation,
R
R
R
R
Kj,t dj + Ij,t dj − Kj,t+1 dj
δ(uj,t , θt+1 )Kj,t dj
R
R
=
.
(28)
Kj,t dj
Kj,t dj
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We use the above accounting identity in the data to impute aggregate capital depreciate
rates.
We set its persistence ρθ = 0.11 and volatility σθ = 0.75, so that the model-simulated
aggregate depreciation rates computed from Equation (28) can match the volatility and
autocorrelation of the empirical counterpart. The volatility and autocorrelation of the
imputed aggregate capital depreciation rate are 2.2% and 10%, respectively. We provide
details of this imputation procedure in Appendix D.2. The steady-state level of depreciation
shock µθ is set to match the volatility of the aggregate utilization rate in the data, 5%.
The last group of parameters are those for firm-level productivity shocks. We set the
standard deviation of permanent shock σX = 20% and the standard deviation of transitory
shock σZ = 80% based on estimates reported in Gourio (2008). We normalize the mean
of the permanent component so that the average firm’s growth rate in the cross-section is
the same as that of the aggregate economy. We calibrate the exogenous firm death rate κD
at 10% per year to match the average exit rate in the data. The new entrant firms’ initial
productivity is normalized, and we set it so that the summary measure m integrates into
one.

5.2

Aggregate moments

We now turn to the quantitative performance of the model at the aggregate level. We
solve and simulate our model at an annual frequency and compute model-implied annual
moments. We show that our model is broadly consistent with the key empirical features of
macroeconomic quantities and asset prices. Table 4 reports the model-simulated moments of
macroeconomic quantities and asset returns and compares them to their counterparts in the
data.
In terms of aggregate moments, our model inherits the success of real business cycle
models with respect to the quantity side of the economy. The investment-to-output ratio
is 22%, which is close to the value of 17% in the data. The volatility of output growth
is about 2.35% per annum both in our model and in the data. Our model also delivers a
smoother aggregate consumption process (the volatility of consumption growth is 0.94 times
the volatility of aggregate output growth) and a more volatile aggregate investment process
(investment growth volatility is more than 4 times that of output growth) than the aggregate
output, as in the data.
Turning attention to the asset pricing moments (bottom panel), we see that our model
produces a low and smooth risk-free rate, with a mean of 2.5% and a standard deviation
of 1.18%. We follow Croce (2014) and report equity returns in our production economy by
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Table 4: Aggregate moments
This table presents moments from the model simulation and the data, at an annual frequency. The top panel
reports the basic statistics of macroeconomic quantities, and the bottom panel reports the moments for asset
prices.

Data

Model

σ(∆y)
σ(∆c)/σ(∆y)
σ(∆i)/σ(∆y)
AC1(∆y)
corr(∆y, ∆c)
corr(∆y, ∆i)

2.14
0.94
3.02
0.33
0.88
0.71

2.35
0.95
4.22
0.32
0.88
0.64

E[RM − Rf ]
σ(RM − Rf )
E[Rf ]
σ(Rf )

7.37
16.59
1.28
2.22

4.48
7.46
2.50
1.18

assuming a financial leverage of 2. Our model produces an equity premium of 4.48% and a
standard deviation of the market return of 7.46% per year. Overall, the asset pricing side of
the economy is comparable to standard models with long-run productivity risks.

5.3

Value and profitability premiums

This section presents our model’s implications on the cross-section of expected returns as
well as key firm characteristics for the value and profitability portfolios that we document
in Section 2. We simulate 3000 firms each year, which is roughly the same sample size as
CRSP. Using our simulated data, we construct five market-to-book ratios sorted portfolios,
and five gross profitability sorted portfolios, as we did in the data.12
In Table 5, we report the statistics for market-to-book sorted portfolios in panel A, and
those for the profitability sorted portfolios in panel B. We make several observations. First,
our model generates a significant value premium as well as a profitability premium. The
expected return is monotonically increasing from value to growth, and the spread between
the value and growth portfolios is 6.85% per year. Similarly, the expected return is increasing
in the gross profitability sorted portfolios in panel B of the table, and the spread between the
12

The quantitative results presented in this section use numerical solutions in Dynare with second-order
approximation, as we need a relatively large number of grid points for the summary measure m to provide
an accurate solution for firm-level policy functions.
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high and low profitability portfolios is 2.27% per year. This pattern of the expected return
is consistent with the value and profitability premiums we report in Table 1.
Table 5: Cross-sectional moments
This table presents the moments of model-simulated data. Panel A and B report the moments of the
market-to-book ratio (MB) and the gross profitability (GP/A) sorted portfolios, respectively. We report
the median of firm characteristics, including MB, GP/A, and investment rate (I/K). We also report the
permanent component ln X and transitory component ln Z of firm-level productivity. The annual excess
returns of value-weighted portfolios E[Re ] are reported in percentages. We assume a financial leverage of two
for model-simulated excess returns. All variables are at an annual frequency.

Panel A: Market-to-book sorted portfolios
Value

2

3

4

Growth

Growth-Value

MB
GP/A

1.32
0.15

1.41
0.17

1.58
0.18

1.79
0.18

2.50
0.19

1.18
0.04

I/K

0.07

0.09

0.12

0.16

0.24

0.17

ln T F P
ln X
ln Z

-0.10
-0.15
0.01

-0.08 0.02
-0.09 0.03
-0.04 -0.03

0.15
0.16
-0.06

0.77
0.33
0.23

0.87
0.48
0.23

E[Re ](%)

6.12

4.85

2.83

-0.73

-6.85

3.51

Panel B: Gross profitability sorted portfolios
Low

2

3

4

High

High-Low

MB
GP/A

1.41
0.11

1.63
0.15

1.51
0.18

1.65
0.20

1.65
0.26

0.24
0.11

I/K

0.09

0.13

0.11

0.13

0.13

0.04

ln T F P
ln X
ln Z

-0.89
0.17
-1.04

-0.31
0.18
-0.40

0.09
0.09
0.00

0.68
0.17
0.51

1.11
0.07
1.07

2.00
-0.10
2.11

E[Re ](%)

3.49

4.06

4.23

5.37

5.76

2.27

Second, as in the data, the market-to-book ratios and the gross profitability ratios are
positively correlated. In panel A, gross profitability is increasing from the value to growth
33

portfolios, and in panel B, the market-to-book ratio is monotonically increasing in the gross
profitability. In our model, this is because both the gross profitability and the market-tobook ratio are increasing in the level of productivity. This is the key element in the puzzle
of the profitability premium, and it is the challenge for traditional production-based asset
pricing models with only one factor in firm-level productivity. In one-factor-based models,
both the gross profitability and the market-to-book load positively on the level of firmlevel productivity. As a result, these models cannot simultaneously explain the value and
profitability premiums.
Third, both the permanent and the transitory components of productivity are increasing
from value to growth portfolios as well as from low to high profitability ratio portfolios.
However, the spread in the permanent component, ln X, is much larger for market-tobook sorted portfolios than for the profitability sorted ones. The spread in the transitory
component ln Z is more significant for profitability sorted portfolios than for market-to-book
sorted ones. As we explained earlier, in our model, sorting on the market-to-book ratio
identifies the permanent component of productivity shock X, as shocks to X are persistent,
and the market-to-book is a forward-looking measure of the present value of the marginal
product of capital. In panel A, the average ln X for the value portfolio is −0.15, and that
for the growth portfolio is 0.33, generating a difference of 0.48. By comparison, the gross
profitability sorted portfolios almost all have roughly the same average level of ln X, with a
spread of −0.10 between the high and low profitability portfolios. Because the conditional
volatility of ln X is small, its impact on profitability is limited.
The average level of ln Z exhibit a pattern different from that of ln X. Because the
conditional volatility of ln Z is much larger than that of ln X, it has a large impact on currentperiod profitability. Differences in Z manifest themselves significantly in profitability sorted
portfolios, with a spread of 2.11 between the high and low profitability portfolios. Due to the
lack of persistence, however, Z has a much smaller impact on the market-to-book ratio. The
difference between the average ln Z of the growth portfolio and that of the value portfolio is
only 0.23.
Fourth, consistent with the empirical evidence we present in Figure 2, the market-to-book
sorted portfolios differ significantly in terms of average investment rate, while the spread
between the investment rate in profitability sorted portfolios is much smaller by comparison.
In our model, because market-to-book sorting identifies the permanent component of the
productivity shock, X, and investment responds strongly to permanent productivity shocks,
the average investment rate increases from 7% per year to 24% per year from value to
growth portfolios. In contrast, because profitability sorted portfolios do not have a significant
difference in their average ln X, the investment rate also does not vary significantly across

34

portfolios. Overall, the above results, therefore, confirm the empirical evidence we document
in Section 2 and the asset pricing implications A1-A4 we list in Section 4.

5.4

The composition effect of risk premium

Our model is a general equilibrium one with heterogeneous firms and can be used to study
the feedback mechanism between the cross-section and the aggregate economy. In our model,
the cross-section distribution of firms is a slow-moving state variable and predicts aggregate
stock market returns. In the cross section, firm-level expected returns are increasing in k and
Z. The composition effect also manifests itself in time series: whenever high k firms compose
a higher fraction of market capitalization than low k firms, the overall market expected return
is high. Similarly, whenever the relative weight of high-Z firms and low-Z firms increases, so
does the market expected return.
In our formulation, firm heterogeneity is summarized by the high-dimensional state
variable m. Our solution method allows us to provide accurate descriptions of the equilibrium
dynamics of the distribution m and study the above feedback mechanism between crosssection and aggregate time series. To illustrate this composition effect, in Table 6 we report
return predictability regressions where we use variables constructed from the distribution
m to predict model-implied expected return over horizons from one year to six years. We
construct two distribution related variable that reflect this composition effect: the relative
share of high k firms is computed as the ratio of the average market value of the high k firms
(top tercile) over low k firms (bottom tercile), and the relative share of high Z firms is the
ratio of the average market value of the high Z firms (top tercile) over low Z firms (bottom
tercile).
Both the relative shares of high k firms and high Z firms have strong predictive powers
for expected returns. The R2 from the regression using the relative share of high k and high
Z firms are around 76% and 11%, respectively. This result implies that the composition
effect accounts for almost all of the return predictability in our model. In fact, most of
the predictability comes from the general equilibrium effect of distribution on the stochastic
discount factor. When we regress conditional volatility of stochastic discount factor on the
relative shares of high k or high Z firms in the model, we obtain very similar R2 as those
in Table 6. We do not report t-statistics in Table 6 because we have a large number of
simulations and all coefficients are highly significant.
Below we present empirical evidence that supports the above composition effect implied
by our model. As we demonstrate before, book-to-market ratio is a good empirical proxy
for the state variable k and the profitability ratio is a good empirical proxy for Z. In Table
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Table 6: Distribution and risk premium in the model
This table shows the return predictive regressions using the relative high k share and relative high Z share
in the model. The predictive regression is
f
M
Et [Rt→t+h
] − Rt→t+h
= const + b · relative sharet + εt,t+h ,
f
M
where h is the horizon, Et [Rt→t+h
] − Rt→t+h
is the cumulative expected market excess return from period
t to t + h. We firstly sort firms into tercile portfolios each year based on firms’ state k and Z, respectively.
The relative share of high k firms is the ratio of the average market value of high k firms over low k firms.
The relative share of high Z firms is the ratio of the average market value of high Z firms over low Z firms.

h=1 h=2 h=3 h=4 h=5 h=6
Relative share of high k firms

0.003

0.006

0.009

0.012

0.014

0.017

R2

0.77

0.77

0.77

0.76

0.76

0.75

Relative share of high Z firms

0.001

0.002

0.003

0.004

0.005

0.006

R2

0.11

0.11

0.11

0.11

0.11

0.11

7, we report predictability regressions for market returns over horizons of one to six years
where we approximate the relative shares of high-k and high-Z firms in the data using the
relative shares of value and high profitability firms, respectively. To construct the relative
share of value firms and the relative share of high-profitability firms, we firstly sort firms
into tercile portfolios each year based on their book-to-market ratio and gross profitability,
respectively. We define the relative share of value firms as the ratio of the average asset
value of value firms (in the top tercile of book-to-market sorted portfolios) to that of growth
firms (in the bottom tercile of the book-to-market sorted portfolios). Similarly, we define the
relative share of high-profitability firms as the ratio of the average asset value of top-tercile
high profitability firms to that of bottom-tercile low-profitability firms. The asset value of a
firm in the data is sum of its market capitalization and total value of debt.
Clearly, as shown in the above table, both relative value share and relative profitability
share have significant predictive powers for the market excess returns, even after controlling
for conventional predictive variables such as the dividend yield, market volatility, and credit
spread. The t-statistics are quite significant across the predictability regressions of almost
all horizons from one to six years.
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Table 7: Return predictability in the data
This table shows the return predictive regressions using the relative shares of value and profitable firms in
the data. The predictive regression is
f
M
Rt→t+h
− Rt→t+h
= const + b · relative sharet + c · controlst + εt,t+h ,
f
M
where h is the horizon, and Rt→t+h
− Rt→t+h
is the cumulative market excess return from period t to t + h.
We firstly sort firms into tercile portfolios each year based on their market-to-book and gross profitability,
respectively. The relative share of value firms is the ratio of the average asset value of the value firms over
growth firms. The relative share of profitable firms is the ratio of the average asset value of the profitable
firms over unprofitable firms. The asset value of a firm is the sum of its market capitalization and debt. We
also control for dividend yield, market volatility, and credit spread. The sample period is from 1963 to 2020.
We report t-statistics in parenthesis, which are Newey-West adjusted allowing for 8 lags.

h=1
Relative share of value firms
(t)

h=2

h=3

h=4

h=5

h=6

0.015 0.077
(0.70) (2.39)

0.109
(3.12)

0.122
(3.61)

0.126
(3.23)

0.151
(2.77)

0.11

0.15

0.20

0.21

0.173
(4.44)

0.217
(3.85)

0.277
(3.93)

0.290
(3.30)

0.19

0.25

0.33

0.29

R2

Relative share of profitable firms
(t)

0.06

0.072 0.146
(3.95) (5.23)

R2

5.5

0.15

0.14

0.26

Double sorted portfolios

In this section, we examine our model’s ability to account for the expected returns on marketto-book and profitability ratio double sorted portfolios. Empirically, as shown by NovyMarx (2013), controlling for profitability can significantly improve the value premium, and
controlling for book-to-market can significantly improve the spread between high and low
profitability sorted portfolios. This is an important aspect of the puzzle to address, because
it presents an additional challenge for production-based asset pricing models.
We perform the same double-sorting procedure as in Novy-Marx (2013) using modelsimulated data. We form portfolios by sorting firms independently into quintiles based on
gross profitability and market-to-book ratio. The value-weighted average excess returns of
the double sorted portfolios are presented in Table 8. Panel A reports the results using
the empirical data between 1963 and 2020, and panel B reports the results from the model
simulation.
As shown in Panel B, after controlling for value, the profitability strategy earns a
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Table 8: Double sorted portfolios using model-simulated data
This table shows the value-weighted average excess returns of portfolios independently double sorted on gross
profitability and market-to-book ratio. We also report the average returns of high-minus-low portfolios on
each dimension. Panel A reports the results from the model-simulated data, Panel B reports the results
from the empirical data. For the model-simulated excess returns, we assume a financial leverage of two. The
t-statistics are in parenthesis, which are Newey-West adjusted allowing for 3 lags.

Panel A: Data

MB1
MB2
MB3
MB4
MB5
H-L
(t)

GP/A1

GP/A2

GP/A3

GP/A4

GP/A5

H-L

(t)

8.44
5.49
6.26
3.81
1.46
-6.98
(-2.21)

11.55
7.54
6.04
4.85
3.12
-8.43
(-3.41)

13.06
11.60
8.11
6.04
4.91
-8.36
(-2.82)

12.08
13.81
10.13
8.88
4.66
-7.55
(-2.60)

12.32
11.07
9.83
9.17
8.98
-3.65
(-1.22)

4.13
5.58
3.57
5.35
7.52

(1.72)
(2.35)
(1.63)
(2.12)
(2.88)

(t)

Panel B: Model

MB1
MB2
MB3
MB4
MB5
H-L
(t)

GP/A1

GP/A2

GP/A3

GP/A4

GP/A5

H-L

4.48
3.65
2.06
0.99
0.48
-4.74
(4.99)

5.99
2.29
2.59
1.99
-1.32
-7.01
(8.31)

5.52
4.89
3.75
2.24
-0.69
-7.70
(6.70)

7.93
6.97
3.72
3.48
-2.82
-10.75
(20.49)

10.41
7.11
4.96
4.49
0.13
-10.36
(38.12)

5.94 (9.11)
3.46 (7.18)
2.90 (7.69)
3.54 (10.87)
0.81 (2.19)

higher average return than the same strategy for univariate sorted portfolios. The average
profitability spread across market-to-book ratio quintiles is 3.33% per annum (the second
to last column), which is significantly higher than the unconditional profitability premium,
2.27%, as shown in Table 5. The same pattern holds for the value spread. As shown in Panel
B of Table 8, the average value-growth spread across the five profitability quintiles is 8.11%
(second to last row), which is higher than the value premium for univariate sorted portfolios,
6.85%.
The above pattern highlights the economic mechanism of our model. In our model, the
most efficient way to generate return spreads is to sort directly on the two components of
productivity, ln X and ln Z, respectively. The market-to-book ratio and the gross profitability
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are noisy measures of ln X and ln Z, and they contaminate each other. Firms with higher
market-to-book ratios have higher permanent components of productivity on average. As
a result, they have lower average returns than value firms due to the role of adjustment
costs, as we discuss in Section 4. However, higher levels of the transitory component of
productivity, Z, will also increase the market-to-book ratio. Because high Z is associated
with a higher risk exposure to the capital depreciation shock, this effect dampens the value
premium in univariate sorted portfolios. The same dampening mechanism is true for the
univariate sorted profitability portfolios. Double sorting allows our model to separate the
permanent component ln X from the transitory component ln Z and create a stronger spread
in expected returns. In fact, in our model, the spread in the average ln X between value
and growth portfolios is significantly higher for the double sorted portfolios than that for
book-to-market single sorted portfolios. Similar patterns hold true for the profitability ratio
sorted portfolios as well.

6

Conclusion

In this paper, we develop a production-based general equilibrium model with heterogeneous
firms to jointly explain the value and profitability premiums. We emphasize the importance
of a two-factor structure of productivity shocks to distinguish value and profitability as
distinct firm-level characteristics. In addition, our model features two independent sources
of aggregate shocks: productivity shocks and capital depreciation shocks. In equilibrium,
the value factor endogenously loads more on productivity shocks, and the profitability factor
loads more on capital depreciation shocks. Our model not only matches the key features of
macroeconomic quantities and the dynamics of aggregate asset market, but more importantly,
it captures well the coexistence of the value and profitability premium, as well as the different
investment behaviors of value and growth sorted portfolios.
Our model features a general equilibrium setup, and we develop a method to numerically
solve the model by exploiting the analytical expressions of the law of motion of the crosssection distribution of firms. This allows us to identify an important general equilibrium
implication of return predictability from the cross-section distribution of firms. We show
that consistent with the data, in our model, the relative weights of value and growth firms
and that of high- and low- profitability firms have strong predictive powers for aggregate
stock market returns.
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Appendix
A
A.1

Decomposition of firm-level productivity
Estimating firm-level productivity

We first construct a measure of productivity at the firm level by assuming a profit function
of the Cobb-Douglas form
log(Πj,t ) = constant + ln T F Pj,t + ν log Kj,t + j,t ,
where ln T F Pj,t is the productivity of firm i at time t, Kj,t is its capital stock, ν is the capital
share, and εj,t is the measurement error. This specification is consistent with the operating
profits from the firm’s optimal condition, as shown in equation (14). We use Compustat item
PPENT for capital. Following Ball et al. (2016), we use operating profit for profit Πj,t .13
However, by taking the Solow residuals, the productivity aj,t cannot be separated from
the measurement error j,t . The key difference between aj,t and j,t is that the former is a state
variable that affects the firm’s optimal decisions, whereas the latter does not. Following the
industrial organization literature (e.g., Olley and Pakes (1996) and De Loecker et al. (2020)),
we first project the observed operating profits on a set of polynomials based on capital Kj,t
and an instrument variable ζj,t to obtain the expected profits. This step helps us to remove
the measurement error:
log(Πj,t ) = c0 +

2 X
2−n
X

bm,n (log Kj,t )m (log ζj,t )n + ej,t .

m=0 n=0

Following De Loecker et al. (2020), we use variable cost as the instrument variable. We define
the Solow residual as
\it ) − ν log(Kj,t )
Solowj,t = log(Π
= cb0 +

2−n
2 X
X

m
n
bd
m,n (log Kj,t ) (log ζj,t ) − ν log Kj,t .

m=0 n=0
13

In the model we developed in Section 3, the profit function, defined as total revenue less labor income,
takes the same Cobb-Douglas functional form. We use profit function rather than production function for
imputing firm-level productivity because the Compustat database does not have good coverage of employment
data at the firm level.
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We use the calibrated value ν = 0.85, as in our model.14
To take into account the aggregate trend in the economy, we regress firm-level Solow
residuals on a common linear trend. Therefore, the firm-level productivity ln T F Pj,t is
obtained by
Solowj,t = c · t + ln T F Pj,t .

A.2

Unobserved components decomposition

In Section 2.2, we assume for each firm j, its productivity takes the following form:
ln T F Pj,t = ln Xj,t + ln Zj,t ,
ln Xj,t = µj + ln Xj,t−1 + σX,j εj,t ,
ln Zj,t = ρZ,j ln Zj,t−1 + σZ,j ηj,t ,
where ln T F Pj,t is the observed productivity series in logarithm, ln Xj,t is the unobserved
trend component, which is assumed to be a random walk with average growth rate µj ,
and ln Zj,t is the unobserved stationary component. To ensure that our decomposition
is consistent with the productivity specification in our general equilibrium model, we
assume that the innovations to the trend and transitory components are independent, thus
cov(εj,t , ηj,t+s ) = 0, ∀s.
We rewrite the productivity process into the state space representation:
ln T F Pj,t =


ln Xj,t





1 1



1



0


 
 ln Zj,t  =  0 ρZ,j

 
µj
0 0

ln Xj,t

!

,
ln Zj,t

1
ln Xj,t−1


0 
  ln Zj,t−1
1
µj

(A1)




σX,j εj,t



 

 +  σZ,j ηj,t  ,
 

0

(A2)

where equation (A1) is the observation equation and equation (A2) is the state equation. To
account for the firm-level fixed effect, we estimate the parameters separately for each firm. We
estimate this state space model using the unobserved component package in statsmodels.
14

We do not jointly estimate the capital share in profit function ν. The industrial organization literature
focuses on estimating the production function with productivity following a Markov process. As in Section
2.2, we are interested in a two-factor structure in productivity, which contains both a transitory (AR(1))
and a permanent (random walk) component. Therefore, the total productivity no longer follows a Markov
process. Fully estimating the production function of a non-Markov process in productivity is beyond the
scope of this paper.
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A.3

Nonstationarity of firm-level productivity

To empirically show that the firm-level productivity contains a permanent component, we
perform two tests: the augmented Dickey-Fuller (ADF) test and the KPSS test proposed by
Kwiatkowski et al. (1992). Both tests are used to test if a time series contains a unit root
process. The null hypothesis of the ADF test is that the time series contains a unit root
process. However, many firms have a relatively small sample size. The small sample bias of
the ADF test leads us to accept that there is a unit root process too often. To address this
issue, we also perform the KPSS test, in which the null hypothesis is that the time series
is stationary. The small sample bias of the KPSS test is toward accepting stationarity. By
combing the results from the ADF and KPSS tests, we can have a balanced view of the
stationarity of the firm-level productivity process.
We perform both the ADF and KPSS tests, and the summary statistics of the p-values
are reported in Table A.9. We focus on the case that we restrict firms to have at least 30
observations of productivity. The results of the ADF test suggest that for 95.58% of the
firms, we cannot reject the null hypothesis that the firm-level productivity is nonstationary
at the 1% level. The KPSS tests suggest a similar conclusion that for 99.99% of the firms,
we can reject the null hypothesis that the productivity is stationary. Our results are robust
if we perform these two tests on firms with fewer observations.
Table A.9: Tests of nonstationarity of firm-level productivity
This table presents the results of the ADF and KPSS tests. We report the percentage of the times that
the ADF test is not rejected and the KPSS test is rejected for different confidence levels, 1%, 5%, and 10%,
respectively. The null hypothesis for the ADF test is that the time series contains a unit root process. The
null hypothesis for the KPSS test is that the time series is stationary. The tests are performed for each firm’s
productivity when the number of observations exceeds certain thresholds.
ADF

B

KPSS

1%

5%

10%

1%

5%

10%

Minimum
observations

95.58
91.30

90.07
85.04

85.30
79.97

58.18
30.27

82.15
66.87

99.99
99.99

30
15

Proof of Propositions
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Number
of firms
1833
5739

B.1

Proof of proposition 1

To prove the homogeneity property of firm dividend and valuation, we start by showing that
the operating profit function Π has a similar property. The operating profit function is given
by
Π(Kt , Zt , Xt ; St ) = αY (Kt , Zt , Xt ; St ),
which can be rewritten as
Π(Kt , Zt , Xt ; St ) = α(At Xt Zt )1−ν (uK)ν Ψ(St )α−1 = At Xt π(kt , Zt ; St ),
where the normalized operating profit function


π(kt , Zt ; St ) = α Zt1−ν (ut kt )ν Ψ(St )α−1 ,
Therefore, operating profit function satisfy the homogeneity property.
A firm’s dividend is given by the budget constraint 10. Due to the homogeneity property
of both the operating profit Π and convex adjustment H, the budget constraint 10 can be
written as
dt At Xt + it At Xt + H(it , kt )At Xt ≤ π(kt , Zt ; St )At Xt ,
This gives rise to the normalized firm budget constraint
dt + it + H(it , kt ) + ξkt ≤ π(kt , Zt ; St )

(B3)

Finally, the normalized firm value v(kt , Zt ; St ) follows as the cash-flow is homogeneous of
degree one with respect to At Xt and is given by
h
i
µA +ζt +A
+µ+σx t+1
t+1
v(kt , Zt ; St ) = max dt + E Mt+1 v(kt+1 , Zt+1 ; St+1 )e
,
it ,ut ,dt

B.2

(B4)

Proof of proposition 2 and 3

a. The lagrangian associated with the dynamic programming problem 9 is
"
L = Et

∞
X

s



(1 − κD ) Mt,t+s Πt+s − It+s − H(It+s , Kt+s ) + q̃t+s ((1 − δ(ut+s−1 , θt )Kt+s−1 + It+s−1 − Kt+s ))

s=1

(B5)

where the Lagrangian multiplier for the capital accumulation equation is denoted as q̃t .
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#
,

• first order condition for investment It


1 + HI (It , Kt ) = (1 − κD )Et Mt+1 q̃t+1 ,

(B6)

• first order condition for utilization ut


Πu,t = (1 − κD )uλt Et Mt+1 θt+1 q̃t+1 ,

(B7)

• first order condition for Kt+1
q̃t+1 =



∂Πt+1
− HK (It+1 , Kt+1 ) + (1 − κD )Et+1 Mt+1,t+2 (1 − δ(ut+1 , θt+2 ))q̃t+2 , (B8)
∂Kt+1

∂Π
. The economic
where the marginal product of capital M P K is given by ∂K
interpretation of Lagrangian multiplier q̃t is that it is the marginal value of capital at
the beginning of the period t before depreciation. Its net present value is the marginal
Q, as shown in equation (B6). Combine equation (B6) and (B8) we have that

n
 ∂Π

t+1
1 + HI (It , Kt ) =(1 − κD )Et Mt+1
− HK (It+1 , Kt+1 )
∂Kt+1


o
+(1 − κD )Et+1 Mt+1,t+2 1 − δ(ut+1 , θt+2 ) q̃t+2 ,

(B9)

Use the law of iterated expectation iterate q forward using equation (B8), we have that
1 + HI (It , Kt ) = Et

∞
hX

∞
i
i
hX
β̂s Mt,t+s HK (It+s , Kt+s ) ,
β̂s Mt,t+s M P Kt+s − Et
s=1

s=1

where
β̂s =


(1 − κD ),

when s = 1


Q
(1 − κD )s s−1 1 − δ(ut+τ , θt+τ +1 ) ,
τ =1

when s ≥ 2

Because the convex adjustment cost function is homogeneous of degree 1, therefore
HI (It , Kt ) = Hi (it , kt ) and HK (It , Kt ) = Hk (it , kt ). This completes the proof for part a.
of Proposition 2.
b. To prove the relation between investment and firm value, we multiply Kt+1 on both sides
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of equation (B6), this gives
"



∂Πt+1
1 + HI (It , Kt ) Kt+1 =(1 − κD )Et Mt+1
Kt+1 − HK (It+1 , Kt+1 )Kt+1
∂Kt+1
#


+(1 − κD )Et+1 Mt+1,t+2 (1 − δ(ut+1 , θt+2 ))q̃t+2 Kt+1
"



∂Πt+1
Kt+1 − HK (It+1 , Kt+1 )Kt+1
∂Kt+1
#


+(1 − κD )Et+1 Mt+1,t+2 q̃t+2 (Kt+2 − It+1 )
,
=(1 − κD )Et Mt+1

where we use the capital accumulation equation (7) to replace the term (1−δ(ut+1 , θt+2 )Kt+1 ).
Apply equation (B6), the proof above can be written as
"



∂Πt+1
1 + HI (It , Kt ) Kt+1 =(1 − κD )Et Mt+1
Kt+1 − HK (It+1 , Kt+1 )Kt+1
∂Kt+1



−It+1 − HI (It+1 , Kt+1 )Kt+1 + 1 + HI (It+1 , Kt+1 ) Kt+2

#
,

Because investment adjustment cost H(I, K) is homogeneous of degree 1, this can be further
expressed as
"



∂Πt+1
1 + HI (It , Kt ) Kt+1 =(1 − κD )Et Mt+1 Πt+1 − It+1 − H(It+1 , Kt+1 ) +
Kt+1 − Πt+1
∂Kt+1
#


+ 1 + HI (It+1 , Kt+1 ) Kt+2 ,


Iterate 1 + HI (It+1 , Kt+1 ) Kt+2 forward and use the definition of firm value, we have
" ∞

#
X


∂Π
t+s
1 + HI (It , Kt ) Kt+1 =Vt − Dt + Et
(1 − κD )s Mt,t+s
Kt+s − Πt+s
∂Kt+s
s=1
" ∞
#
X
=Vt − Dt − (1 − ν)Et
(1 − κD )s Mt,t+s Πt+s .
T =1
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Proposition 3 Using the optimal utilization equation (B7), the left-hand variable Πu is
Πu,t = ν

Πt
,
ut

(B10)

Combine with the right hand side of optimal utilization equation, we have that
u1+λ
=
t

C

νΠt
.
(1 − κD )E[Mt+1 θt+1 q̃t+1 ]

Normalized firm problem and the summary measure

Thanks to the homogeneity property of the problem, the aggregate state vector St can be
further simplified and denoted as st = (ζt , θt , mt ). Now the normalized aggregate state vector
includes the predictable component of aggregate TFP ζt , the capital utilization shock θt , and
an aggregate state variable mt that summarizes and replaces the higher dimensional firm
distribution Γt . We term mt as the summary measure and we explain the construction of it
below, after we introduce normalized firm maximization problem.
Given the normalized state vector st and its law of motion, the normalized firm value
v(kt , Zt ; st ) satisfies the following Bellman equation:

h
i
A
v(kt , Zt ; st ) = max dt + (1 − κD )E Mt+1 v(kt+1 , Zt+1 ; st+1 )eµA +ζt +t+1 +µ+σx t+1 ,
it ,ut ,dt

(C11)

subject to
dt + it + H(it , kt ) ≤ π(kt , Zt ; st ),

(C12)

A

(C13)

eµA +ζt +t+1 +µ+σx t+1 kt+1 = (1 − δ(ut , θt+1 ))kt + it ,
and the depreciation function δ is given by equation (8).
For new entrant firms, their normalized value function is given by
h
i
A
v̄(st ) = max −k̄t − H̄(k̄t ) + (1 − κD )E Mt+1 v(k̄t , Zt+1 ; st+1 )eµA +ζt +t+1 +µ+σx t+1 .

(C14)

k̄t

Finally, we describe the construction of the aggregate state variable m which we refer to as
the “summary measure”. Let Γ̃(k, Z, X) denote the joint distribution of (k, Z, X) for firm’s
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state variable which is derived from the distribution Γ as follows,
Γ(K, Z, X) = Γ(k · X, dZ, dX) = Γ̃(k, Z, X),
where dΓ̃(X̄) denotes the distribution of new entrant firms’ productivity. In general, Γ̃ is a
state variable in the construction of a recursive competitive equilibrium because the aggregate
resource constraint (C15) depends on the distribution Γ̃,
c(s) +

Z 

Z 


k̄(s) + H̄(k(s)) X̄dΓ̃(X̄)
i(k, Z; s) + H(i(k, Z; s), k) XdΓ̃(k, Z, X) +
Z h
(C15)
iα
ν ν 1−ν
u(k, Z; s) k Z
XdΓ̃(k, Z, X),
=

where c(s) =

C
A

is the normalized aggregate consumption.

The aggregate investment, including adjustment costs, can be written as
Z 

i(k, Z; s) + H(i(k, Z; s), k) XdΓ̃(k, Z, X)
Z 
h Z
i
=
i(k, Z; s) + H(i(k, Z; s), k)
XdΓ̃(X|k, Z) dΓ̃(k, Z),
(C16)
where we decompose the joint distribution into a marginal distribution and a conditional
distribution: dΓ̃(k, Z, X) = dΓ̃(X|k, Z) · dΓ̃(k, Z). We define the summary measure m(k, Z)
as
Z
m(k, Z) = XdΓ̃(X|k, Z).
Thus, m(k, Z) is the average amount of permanent productivity X for firms with (k, Z).
Similarly, the initial amount of permanent productivity for new entrants is referred to as
m(k̄). The aggregate resource constraint (C15) can be written as
c(s) +

Z 




i(k, Z; s) + H(i(k, Z; s), k) m(k, Z)dΓ̃(k, Z) + k̄(s) + H̄(k(s)) m(k̄(s))
Z h
iα
=
u(k, Z; s)ν k ν Z 1−ν m(k, Z)dΓ̃(k, Z).

(C17)
The summary measure m reduces the three-dimensional distribution Γ into a two-dimensional
one. This greatly simplifies our analysis. Now we are ready to define a recursive competitive
equilibrium with normalized variables and summary measures, which we solve numerically.
A recursive competitive equilibrium consists of:
• A value function for the representative household’s utility ũ(s) and the associated
consumption policy function c(s), where u(s) = U(S)
and c(s) = C(S)
.
A
A
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• A value function for incumbent firms, v(k, Z; s), and the associated policy functions,
i(k, Z; s) and u(k, Z; s).
• A value function for new firms, v̄(s), and the associated policy function, k̄(s), where
.
v̄(s) = V̄ X̄(S) and k̄(s) = K̄(S)
X̄
• A stochastic discount factor, M (s0 |s), which is given by
M (s0 |s) = βe−γ(µA +ξ+

A 0)



0

c (s )
c (s)

− ψ1

0 1−γ

ũ (s )

1−γ (1−γ)(µA +ξ+A 0) 
0
E ũ (s )
e

! 1/ψ−γ
1−γ
,

(C18)

• A low of motion of the summary measure m, that is given by

ln Z 0 − ρz ln Z
m (k , Z ) = (1 − κD ) Ik0 (k, Z) · φ
m(k, Z)
σz


ln Z 0 − ρz ln Z̄
+κD Īk0 (k̄, Z̄)φ
m(k̄(s)),
σz
0

0

0



Z

(C19)

such that the following conditions are met:
1. given the equilibrium stochastic discount factor and law of motion of summary measure
m, the value function v(k, Z; s) and the policy functions, i(k, Z; s) and u(k, Z; s) , solve
the normalized maximization problem (C11), (C12), and (C13) for incumbent firms.
2. the value function v̄(s) and the policy function k̄(s) solve the profit maximization
problem for new entrants (C14).
3. the equilibrium SDF is consistent with household consumption.
4. the law of motion of summary measure (C19) is consistent with firms’ optimal policies
5. Market clearing conditions (C15) holds.
6. labor market clearing gives rise to the optimal labor allocation across firms.

D
D.1

Data construction
Firm-level variables

We obtain firm-level balance sheet data from the Compustat Annual Database, for the period
1963 to 2020. Following standard practice in the literature, we exclude utility firms (SIC codes
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between 4900-4999) and financial firms (SIC codes between 6000-6999). Firm-level variables
are deflated using the GDP deflator, obtained from the Bureau of Economic Analysis (BEA).
Monthly data stock prices are obtained from CRSP database, from 1963 to 2020. Detailed
definitions of variables are presented in Table D.10.
Table D.10: Variable definitions
Variables

Definition

BE

Book value of equity, computed as the book value of stockholders’ Compustat
equity, plus balance sheet deferred taxes and investment tax credit
(if available), minus the book value of preferred stock. Depending
on availability, we use the redemption, liquidation, or par value (in
that order) as the book value of preferred stock.

ME

Market value of equity is copmputed as price per share times the Compustat
number of shares outstanding. The share price is taken from CRSP,
the number of shares outstandings from Compustat or CRSP,
depending on availability.

BM

Book to market value of equity ratio.

Compustat

GP/A

Compustat item REVT minus COGS divided by AT.

Compustat

∆Sales

Growth rate of Compustat item SALE.

Compustat

I/K

Compustat item CAPX minus SPPE divided by PPEGT.

Compustat

∆AT

Growth rate of Compustat item AT.

Compustat

∆CF

Growth rate of Compustat item EBITDA.

Compustat

Operating profits

Compustat item REVT minus the sum of COGS and XSGA. See
Ball et al. (2016).

Compustat

D.2

Sources

Aggregate capital depreciation rates

We use the flow budget constraint for capital to compute the aggregate depreciation rates,
δt =

Kt + It − Kt+1
,
Kt

where It is the real investment and Kt is the real capital stock. Real investment is defined
as the private nonresidential investment divided by the investment goods deflator. Real
aggregate capital is the private nonresidential fixed assets deflated by the investment goods
deflator.
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