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In our 1985 equity premium puzzle paper, we argued that

standard competitive theory, sensibly restricted, cannot account

for both the 0.8 percent average real return on debt and the

nearly 7.0 percent average real return on equity that the U.S.

data show for the 1889-1978 period. In these comments, we explain

why the Reitz (1988) theory is not a solution to this puzzle and

in the process clarify what we think would and would not be a

solution.

In our earlier paper, we did not argue that competitive

theory restricted in a sensible way will never account for the

now-puzzling return observations. Perhaps the introduction of

some other preference structure will do the Job. Recent examples

of explorations of alternative preference structures include

dropping the expected utility assumption [Epstein and Zin ('987),

Kocherlakota (1987), and Weil (1987)] and introducing habit forma-

tion [Constantinides (1987)]. For such efforts to be successful,

though, they must convince the profession that the proposed alter-

native preference structure is more useful than the now-standard

one for organizing and interpreting not only these observations on

average asset returns, but also other observations in growth

theory, business cycle theory, labor market behavior, and so on.

Anyone accomplishing that would have contributed significantly to

economic science.

A Problematic "Solution"

Reitz (1988), however, uses standard preference struc-

tures and has not introduced technological features that produce

monetary arrangements. He finds that if the probability of a very
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