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4. Market Risk Premium

What market risk premium estimate did you use in your CAPM analysis?

For the market risk premium, I used 7.5%. This estimate was based on the results
of both forward-looking and historical studies of long-term risk premiums. First,
the Ibbotson Associates study, Stocks, Bonds, Bills, and Inflation, 2004 Yearbook,
compiling historical returns from 1926 to 2004, shows that a broad market sample
of common stocks outperformed long-term U. S. Treasury bonds by 6.6%. The
historical market risk premium over the income component of long-term Treasury
bonds rather than over the total return is 7.2%. Ibbotson Associates recommend
the use of the latter as a more reliable estimate of the historical market risk
premium, and I concur with this viewpoint. This is because the income
component of total bond return (i.e. the coupon rate) is a far better estimate of
expected return than the total return (i.e. the coupon rate + capital gain), as

realized capital gains/losses are largely unanticipated by bond investors.

Second, a DCF analysis applied to the aggregate equity market using Valae
Eine’sS & P 500’s aggregate stock market index and growth forecasts indicates a
prospective market risk premium of 7.7%. I have used the average of the
historical and prospective estimates, 7.5%, as a reasonable estimate of the market

risk premium.
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