
clude rather large values of the EIS. In particular, one
cannot reject the null hypothesis � � 1, except for Canada
and Switzerland.

In the last three columns of table 2, I report estimates of
the EIS using equation (1) with the interest rate as the
endogenous regressor. In contrast to inference based on
equation (3), which requires that the instruments predict
consumption growth, weak instruments are not a problem,
because the interest rate is sufficiently predictable, as doc-
umented in table 1. Consequently, the three estimators give
very similar coefficients and standard errors. The point
estimates of � are small, although sometimes negative. The
95% confidence intervals based on these estimators reject
large values of the EIS, in particular 1.

To summarize the results in table 2, one would conclude
that the EIS is small and significantly less than 1 whereas its
inverse is not significantly different from 1. The hypothesis
� � 1 is of economic interest because with Epstein-Zin
preferences, an investor’s optimal consumption choice is a
constant fraction of wealth when the EIS is equal to 1.

Moreover, in the special case of power utility where the EIS
is equal to the reciprocal of the risk aversion, � � 1/� � 1
leads to myopic portfolio choice (see Campbell and Viceira,
2002, chapter 2). This apparent empirical puzzle, empha-
sized by Neely et al. (2001), can be accounted for by weak
instruments. The regression equation (3) leads to biased
estimates and confidence intervals with poor coverage be-
cause the instruments cannot predict consumption growth
adequately to identify 1/�. On the other hand, estimation by
equation (1) leads to valid inference, because the instru-
ments are not weak for the interest rate.

The sensitivity of inference to the particular normaliza-
tion of the moment restriction is an unattractive property of
k-class estimators.5 In contrast, confidence intervals based
on the similar tests (AR, LM, and conditional LR) are
invariant to this normalization. Moreover, because these
methods are fully robust to weak instruments, there is no

5 The point estimate of LIML is invariant to normalization, but its
confidence interval is not.

TABLE 2.—ESTIMATES OF THE EIS USING THE INTEREST RATE

Country Sample Period

1/� �

TSLS Fuller-k LIML TSLS Fuller-k LIML

USA 1947.3–1998.4 0.68 3.30 34.11 0.06 0.03 0.03
(0.48) (3.20) (112.50) (0.09) (0.10) (0.10)

AUL 1970.3–1998.4 0.50 2.37 30.03 0.05 0.04 0.03
(0.48) (2.45) (107.71) (0.11) (0.12) (0.12)

CAN 1970.3–1999.1 
1.04 
2.40 
2.98 
0.30 
0.33 
0.34
(0.39) (1.13) (1.54) (0.16) (0.17) (0.17)

FR 1970.3–1998.3 
3.12 
1.83 
12.38 
0.08 
0.08 
0.08
(3.75) (1.72) (29.61) (0.19) (0.19) (0.19)

GER 1979.1–1998.3 
1.05 
1.38 
2.29 
0.42 
0.43 
0.44
(0.62) (0.90) (1.87) (0.35) (0.35) (0.36)

ITA 1971.4–1998.1 
3.34 
5.82 
14.81 
0.07 
0.07 
0.07
(1.98) (4.47) (18.55) (0.08) (0.08) (0.08)

JAP 1970.3–1998.4 
0.18 
0.86 
21.56 
0.04 
0.04 
0.05
(0.43) (1.23) (106.53) (0.21) (0.23) (0.23)

NTH 1977.3–1998.4 
0.53 
1.41 
6.94 
0.15 
0.15 
0.14
(0.41) (1.33) (13.96) (0.28) (0.29) (0.29)

SWD 1970.3–1999.2 
0.10 
0.21 
399.86 0.00 0.00 0.00
(1.10) (1.54) (16075.06) (0.10) (0.10) (0.10)

SWT 1976.2–1998.4 
1.56 
1.51 
2.00 
0.49 
0.49 
0.50
(0.83) (0.79) (1.18) (0.29) (0.29) (0.29)

UK 1970.3–1999.1 1.06 3.76 6.21 0.17 0.16 0.16
(0.45) (2.42) (5.17) (0.13) (0.13) (0.13)

USA 1970.3–1998.4 0.53 2.19 47.66 0.06 0.02 0.02
(0.50) (2.60) (249.47) (0.09) (0.11) (0.11)

SWD 1921–1994 1.17 3.30 17.77 0.06 0.06 0.06
(1.13) (3.34) (38.67) (0.11) (0.12) (0.12)

UK 1921–1994 2.40 2.99 3.52 0.26 0.27 0.28
(1.01) (1.33) (1.65) (0.12) (0.13) (0.13)

USA 1891–1995 
0.38 
1.17 
39.71 
0.03 
0.03 
0.03
(1.12) (2.90) (257.54) (0.11) (0.15) (0.16)

The reciprocal of the EIS is estimated from rf,t�1 � �f � (1/�)�ct�1 � 	f,t�1, and the EIS is estimated from �ct�1 � �f � �rf,t�1 � �f,t�1. The instruments are the twice lagged nominal interest rate, inflation,
consumption growth, and log dividend-price ratio. Standard errors in parentheses.
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