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Essence of the paper

This paper stems from two empirical observations.

1. Investors’ perceived return expectations do not align with the actual
(objective) return distribution

2. There is cross-sectional variation in the expected stock returns

This paper proposes a theory that explains (1) & (2):

I Investors price stocks using a constant discount rate (cdr) by ignoring
the dynamics of discount rate

The CDR theory implies:

I Investors’ perceived discount rates 6= actual expected discount rates

I This results in a discount rate bias bi for each stock i , thus
explaining (1)

I bi relates to expected stock returns
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Contribution of the paper

Theoretical Contribution:

I To propose the CDR theory that shows:

I why there would be a bias (bi ) in the discount rates

I how bi explains expected stock returns

Empirical contribution:

I Constructs a proxy for bi , where

I bi = ICC-implied expected return︸ ︷︷ ︸
Proxy for investors’ perceived discount rate

−CAPM-implied expected return︸ ︷︷ ︸
proxy for actual expected discount rate

I Tests whether αi = θ(−bi + βibM), consistent with the CDS theory
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Questions on theory

The paper proposes separate models for discount rate biases and stock returns

I shows how CDR leads to biased expectations in discount rates

I shows how biased expectations impact expected return dynamics

Questions:

1. Isn’t it desirable to model biases and expected returns simultaneously?

2. The model is agnostic about what causes b?

I Is it because investors ignore discount rate dynamics for their
convenience?

I or because they have behavioral biases?

I or because it is optimal for investors to assume a cdr to minimize
estimation risk (e.g., Lewellen and Shanken (JF, 2003))

Suggestions:

1. Unified model for biases and expected returns

2. Argue and test what channel causes biases?
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Questions on empirics

The paper shows and tests
bi = ICC-implied expected return︸ ︷︷ ︸

Proxy for investors’ perceived discount rate

−CAPM-implied expected return︸ ︷︷ ︸
proxy for actual expected discount rate

Question 1

1. The paper uses ICC as a proxy for investors’ perceived discount rate,
which the paper (theory) assumes as constant over time

2. However, ICC exhibits significant time-series variation

3. So, how do you reconcile (1) and (2)?

question 2:

1. The paper uses β proposed by Welch to compute the CAPM-implied
expected returns

2. Why not use the standard betas?
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Questions on empirics

Question 3:

1. The results in this paper seem to contrast the Betting Against Beta
results of Frazzini and Pedersen

2. However, the paper does not discuss this result

3. To be specific, BAB says α ∝ −β

4. In contrast, this paper shows α ∝ θ(−b + βbM)

5. Thus, I wonder if this result explains/contrasts the BAB result
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Conclusion

I Very interesting paper!

I Look forward to reading the next version of the paper
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