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Two-Factor CAPM with Benchmark

Imposing market clearing and solving for equilibrium expected return yields:

𝜇𝑘 = 𝑅𝐹
∗ + 𝜃1

∗𝛽𝑘𝑚 − 𝜃2
∗𝛽𝑘0
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Plan for Discussion

1. Understanding the asset pricing effects of benchmarking

2. What do behavioral managers do?

3. Reconciling findings on benchmarking and investment



Point 1. Understanding the

asset pricing effects of benchmarking
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Valuations of firms that are added to a benchmark can change due to two forces:
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[2] Measured CAPM 𝛽 goes up (Demand ↓ ⇒ P ↓)

[3] Assume that the riskiness of cash flows are unaffected
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Suggestion 2a. Clarify language regarding the two opposing forces

• Relevant juxtaposition seems to be between benchmarked demand vs. CAPM  𝛽 , rather 

than “price effects” vs. CAPM 𝛽.
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Suggestion 2b. Augmenting the difference-in-difference specification

1. Replace 𝑇𝑟𝑒𝑎𝑡𝑒𝑑𝑖 with a continuous treatment variable

• Current definition: whether a firm’s BMI changed by more than ± 5 p.p.

2. Add additional stock-level controls

• Standard control variables in the benchmarking literature (e.g. market cap)

Suggestion 2c. Bring the section “What causes the increase in CAPM 𝛽” to the main body



Nota Bene: Benchmarking and Cost of Capital

Maybe: objective cost of capital ↓ but the subjective cost of capital ↑?

Side Note: Sharma (2024), “The Product Market Effects of Index Inclusion” 
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• While surveys (e.g. Graham and Harvey, 2001) suggest a widespread use of CAPM-like 

heuristics, it would be useful to know how literal this is.

• Many CFOs also report using multiple models or making discretionary adjustments.

Suggestion 1b. Cross-firm Variation in CAPM Usage

• Exploit heterogeneity across firms in how literally they apply the CAPM when setting 

discount rates for their investment decisions
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• These papers are using similar variation coming from index reconstitution!

Note: See Kashyap et al. (2021) for additional citations on ΔBMI ⇒ Investments



Potential Road to Reconciliation

Before quantifying the magnitude of the “missing investment puzzle” that this channel can 

account for, it seems first order to reconcile the findings of the authors to that of literature.

• These papers are using similar variation coming from index reconstitution!

Note: See Kashyap et al. (2021) for additional citations on ΔBMI ⇒ Investments

Suggestion 3a. Harmonize the set of controls

• Pavlova and Sikorskaya (2023) include “banding controls” and the bid-ask spread



Potential Road to Reconciliation

Before quantifying the magnitude of the “missing investment puzzle” that this channel can 

account for, it seems first order to reconcile the findings of the authors to that of literature.

• These papers are using similar variation coming from index reconstitution!

Note: See Kashyap et al. (2021) for additional citations on ΔBMI ⇒ Investments

Suggestion 3a. Harmonize the set of controls

• Pavlova and Sikorskaya (2023) include “banding controls” and the bid-ask spread

Suggestion 3b. Use a cleaner variation in Δ𝐵𝑀𝐼

• The main regression seems to use all or most of the variation in Δ𝐵𝑀𝐼 rather than just the 

exogenous variation induced by the Russell index reconstitution
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• Thought-provoking paper that challenges conventional wisdom

• Punchline: Benchmarking increases perceived (subjective) cost of capital, which 

reduces investments.

• A few suggestions for future iterations:

• Clarifications regarding asset pricing effects

• Clarifications regarding the assumption of a “behavioral” manager

• Reconciliation with existing literature on the effect of benchmarking on 

investments

• A few questions prompted by the paper for the future:

• Issuance managers vs. Investment managers?

• Very much looking forward to the next version!
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