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4. 7 Risk Premium Determinants 

Fundamentally, the primary determinant of expected returns is risk. To wit, 
the various paradigms of financial theory, including the Capital Asset Pricing 

Model and the Arbitrage Pricing Model covered in subsequent chapters, posit 

fundamental relationships between return and risk. There are also secondary 

influences on the relative magnitude of the risk premium, however, including 

the level of interest rates, default risk, and taxes. 

Interest Rates 

Pub~shed studies by Brigham, Shome, and Vinson (1985), Harris (1986), 

~arr.ts and Marston ( 1992, 1993 ), Carleton, Chambers, and Lakonishok ( 1983), 
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