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		We document that (i) debt-to-equity ratios and levered equity betas negatively covary with the market risk premium in distressed firms; (ii)  the negative covariance generates negative alphas among those firms (Campbell, Hilscher, and Szilagyi, CHS, 2008). We build a dynamic credit risk model to understand the negative covariance between equity betas and the market risk premium, via endogenous and dynamic debt financing over the business cycles. Because of endogenous debt financing and distress, our model naturally connects the negative failure probability-return relation (CHS, 2008) with the positive distress risk premium-return relation (Friewald, Wagner, and Zechner, 2014). 
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