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he Equity Risk Premium

The expected equity risk premium can be defined as the
additional return an investor expects to receive to com-
pensate for the additional risk associated with investing in
equities as opposed to investing in riskless assets. It is an
essential component in several cost of equity estimation
models, including the buildup method, the capital asset
pricing model (CAPM), and the Fama-French three factor
model. It is important to note that the expected equity risk
premium, as it is used in discount rates and cost of capital
analysis, is a forward-looking concept. That is, the equity
risk premium that is used in the discount rate should be
reflective of what investors think the risk premium will be
going forward.

Unfortunately, the expected equity risk premium is unob-
servable in the market and therefore must be estimated.
Typically, this estimation is arrived at through the use of
historical data. The historical equity risk premium can be
calculated by subtracting the long-term average of the
income return on the riskless asset (Treasuries) from the
long-term average stock market return (measured over
the same period as that of the riskless asset). In using a
historical measure of the equity risk premium, one assumes
that what has happened in the past is representative of
what might be expected in the future. In other words,
the assumption one makes when using historical data to
measure the expected equity risk premium is that the rela-
tionship between the returns of the risky asset (equities)
and the riskless asset (Treasuries) is stable. The stability of
this relationship will be examined later in this chapter.

Since the expected equity risk premium must be estimated,
there is much controversy regarding how the estimation
should be conducted. A variety of different approaches to
calculating the equity risk premium have been utilized over
the years. Such studies can be categorized into four groups
based on the approaches they have taken. The first group
of studies tries to derive the equity risk premium from his-
torical returns between stocks and bonds as was mentioned
above. The second group, embracing a supply side model,

uses fundamental information such as earnings, dividends,
or overall economic productivity to measure the expected
equity risk premium. A third group adopts demand side
models that derive the expected returns of equities through
the payoff demanded by investors for bearing the risk of
equity investments.' The opinions of financial profession-
als through broad surveys are relied upon by the fourth and
final group.

The range of equity risk premium estimates used in prac-
tice is surprisingly large. Using a low equity risk premium
estimate as opposed to a high estimate can have a sig-
nificant impact on the estimated value of a stream of cash
flows. This chapter addresses many of the controversies
surrounding estimation of the equity risk premium and
focuses primarily on the historical calculation but also
discusses the supply side model.

Calculating the Historical Equity Risk Premium

In measuring the historical equity risk premium one must
make a number of decisions that can impact the resulting
figure; some decisions have a greater impact than oth-
ers. These decisions include selecting the stock market
benchmark, the risk-free asset, either an arithmetic or a
geometric average, and the time period for measurement.
Each of these factors has an impact on the resulting equity
risk premium estimate.

The Stock Market Benchmark

The stock market benchmark chosen should be a broad
index that reflects the behavior of the market as a whole.
Two examples of commonly used indexes are the S&P
500© and the New York Stock Exchange Composite Index.
Although the Dow Jones Industrial Average is a popular
index, it would be inappropriate for calculating the equity
risk premium because it is too narrow.

We use the total return of our large company stock index
(currently represented by the S&P 500) as our market
benchmark when calculating the equity risk premium.
The S&P 500 was selected as the appropriate market
benchmark because it is representative of a large sample
of companies across a large number of industries. As of
December 31, 1993, 88 separate industry groups were
included in the index, and the industry composition of the
index has not changed since. The S&P 500 is also one of
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